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FOREWORD 


Tuts volume contains the addresses 
delivered at a conference held under 
the auspices of the Academy in Phila- 
delphia on October 29 and 30, 1926. 


‘The conference was attended by 


delegates appointed by the governors 
of many of our States as well as by 
many who represented educational 
institutions and other organizations. 

The topic was chosen because of its 
outstanding importance for the Ameri- 
can public. The relation between the 
Federal and the State governments is 
of necessity one that gives many op- 
portunities for difference of opinion 
and that changes with the passage of 
time. There will always be disputes 
over the wisdom of having jurisdiction 
exercised by one rather than by the 
other governing body. Recently there 
has been a revival of the discussion 
which has suggested to many the 
arguments over States’ rights so acute 
many years ago. 

This problem has appeared in many 
fields and those in charge of the pro- 


gram for the Academy meeting decided 
to choose four specific illustrations and 
devote a session of the meeting to each. 
These illustrations were taxation, child 
labor, education and power develop- 
ment. The two evening sessions were 
of a general nature, dealing with a 
number of special phases of the general 
problem. 

Every attempt was made to balance 
each program by securing representa- 
tion for each of the important points of 
view. For the most part these efforts 
were successful, although in a few 
cases the balance was not so even as 
was desired. Any failure to present 
adequately the opposing views was 
due to circumstances beyond control. 

The topics discussed are extremely 
important in American life and the 
contributors are so distinguished that 
the Academy presents the volume with 
satisfaction and with the belief that its 
publication will be a distinct service. 

Ernest Minor Patrerson, 
Editor in charge of this volume. 
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Need for Readjusting the Fiscal System of the 
United States 


By Epwin R. A. Setieman, Pu.D. 
Columbia University 


N this series of discussions on the 
relations of the state and the Fed- 
eral Government, there is one point 
that I should like to emphasize at the 
outset. It is this: that well-nigh all 
our modern political problems may be 
explained in terms of economic life. 
Although one need not be a devotee of 
the economic interpretation of history, 
there is little doubt that the economic 
conditions which surround the common 
man in his endeavor to make a living 
have from the beginning greatly in- 
fluenced the political life. 

This is especially true of the problem 
of the fiscal relations of state and 
Federal Government. For the at- 
tempt to take out of the pockets of 
individuals by coercive means a part 
of their wealth naturally strikes at the 
very nerve center of economic life. 
The relations between economics and 
finance are accordingly peculiarly in- 
timate, and afford a clue to the under- 
standing of the present-day fiscal 
problems, not alone in the states, but 
in the nation at large. 

Following out this line of thought, 
let me recall to your mind the condi- 
tions as they existed when our present 
Constitution was adopted. For all of 
our problems, fiscal and otherwise, so 
far as the relations of state and Federal 
Government are concerned, are of 
course to be treated within the frame- 
work of our Constitution. No matter 
how beautiful a theory may be, no 
matter how admirable a plan may 
be, if it is unconstitutional, that set- 
tles it. 


IMPOTENCE OF EARLY GOVERNMENT 


What took place at the time that the 
Constitution was framed? As we all 
know, when the colonies came together 
in order to make a common front 
against the foe, they had to struggle to 
survive those seven years of intensive 
strife. In the meantime, the Articles 
of Confederation were adopted. Un- 
der this loose union there ensued the 
difficult period which lasted for several 
years. The embarrassment arose from 
two sources. We have had many 
books written to explain the origin of 
our Constitution, but one of the chief 
reasons has never been emphasized. 
When a real history of the United 
States comes to be written, it will be 
found, without much doubt, that the 
troubles of 1767, the troubles of 1775 
and 1776, and in like manner the 
troubles after the Treaty of Peace, were 
due to something that we are only be- 
ginning to understand, namely, the 
business cycle, the ups and downs of 
enterprise and of prosperity. Without 
going back to the earlier period which 
has never yet been thoroughly investi- 
gated, it so happened that during the 
eighties we were in the midst of a 
serious business depression which 
greatly intensified the difficulty of the 
situation. 

The other and perhaps the main 
reason why we were not able to cope 
with the crisis was the impotence of the 
central government. When Robert 
Morris, the wealthiest man in Phila- 
delphia, came to rescue us from our 
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troubles toward the end of the Revolu- 
tion, and when he even put into the pot 
his own private fortune, he struggled 
in vain to persuade the states to grant 
to the Confederate Government an 
independent revenue; he failed and 
partly as a result of his failure to ac- 
complish this, he resigned. Moreover, 
not alone did the central government 
have absolutely no power at home, it 
had also no power abroad. Several 
of the states sent embassies abroad in 
order to borrow money, thus competing 
with the central government. But 
above all, each of the new sovereign 
states looked out for its own separate 
interests, erecting all manner of inter- 
state barriers, and throwing all kinds 
of difficulties in the way of the other 
states. 

In other words, business suffered 
under a double handicap. We could 
not get a market for our products 
outside of the narrow confines of our 
own little locality, and we had, more- 
over, to cope with the additional 
difficulties of a business depression. 


Wuat THE ConsTITUTION ACHIEVED 


Fortunately there was one man that 
recognized the source of the trouble. 
You will remember Lafayette’s state- 
ment in his later years that he had 
known many great men, including 
Napoleon and Metternich, Pitt and 
others, but that there was not one who 
could be compared in ability with 
Alexander Hamilton. Hamilton per- 
suaded a few states to come together to 
consider commercial problems and out 
of that grew a wonderful convention 
and our present Constitution. 

This Constitution was framed as a 
result of a great compromise on the 
basis of the existing economic condi- 
tions. Only a minimum of power was 
granted by the sovereign states to the 
central government. Certain things 
indeed were indispensable, as had been 
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learned not alone in the Revolution, 
but in those dark years of the later 
crisis. Thus there was handed over to 
the Union first the control of the Army 
and Navy; second, the management of 
the Post Office, in order to maintain 
communication among the different 
states; and third, the control of the 
coinage. 

These were the chief things which 
had been forced upon the country by 
the sad experiences of the war. There 
were, however, three or four other 
matters which the Convention thought 
it desirable to take away from the 
states, and which encountered no 
objection. The first was the control of 
the public domain. It will be remem- 
bered how immediately after, or even 
before, the treaty of peace, the separate 
states transferred to the Confederate 
Government, for the common enjoy- 
ment and the public good, all the 
outlying Western land which belonged 
to them under the original grants from 
the King. The control of the public 
domain now became a part of the 
Federal activities, and the hoped-for 


revenue from the domain was to be | 


devoted to paying the national debt. 
In the next place the control of foreign 
commerce was turned over to the 
central government, and with it also 
the entire field of foreign credit. From 
now on, it became impossible for the 
states to borrow money abroad in 
competition with the Union. Then 
came the powers granted to the Union 
to control the economic relations among 
the states. This was really the motive 
force in the original efforts of Hamilton 
to revive the business life of the nation. 
Federal control over interstate com- 
merce is the basis and secret of our 
economic prosperity. What we did 
was in effect to create a national market 
for all local productions—a market 
untrammeled by any restrictions or 
limitations. That is precisely what 
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they are trying to do in Europe today. 
It is the one great thing that has made 
this country what it is. 


INDEPENDENT REVENUE FOR THE 
GOVERNMENT 


Finally, the last object achieved by 
the new Constitution was the one for 
which Morris had striven in vain, an 
independent revenue for the new 
central government. Up to that time, 
all through the war and during the 
lean years after the war, the central 
government was supported, apart from 
the paper money and the loans from 
France and later from Holland, by 
contributions from the states, the so- 
called requisitions. The trouble was 
that Congress “required” the states to 
support the Union, but that the requi- 
sitions were not honored. The one 
indispensable need outside of the 


control over interstate commerce was. 


to secure for the Federal Govern- 
ment an independent source of rev- 
enue. 

While this explains the chief eco- 
nomic provisions of the Constitution 
let me call your attention to the fact 
that while most of the points represent 
exclusive rights, willingly handed over 
by the states to the Federal Govern- 
ment, two of them were concurrent 
privileges. Of these commerce was 
one. For the Federal Government 
received only the right to control 
interstate commerce, while intrastate 
commerce remained within the purview 
of the separate commonwealths. The 
second concurrent privilege was the 
matter with which we have specifically 
to deal, revenue. While the Federal 
Government was given an independent 
revenue, yet to only one thing did it 
have an exclusive right, taxation in the 
form of import duties. No state could 


impose a customs tariff. In all other 
respects, as to which nothing was said, 
we have to deal with concurrent rights 


of the states and the Federal Govern- 
ment. 

In the one hundred and fifty years 
that have elapsed since the adoption of 
the Constitution, the economic life of 
our country has developed into some- 
thing far different from that of the 
primitive community, the little agra- 
rian economy with a sprinkling of 
people on the seaboard, with no indus- 
try to speak of, and with nine people 
out of ten farmers. As a consequence, 
the Constitution has been molded, ei- 
ther by change, through the process 
of amendment, or by the ingenious 
method of interpretation. The very 
first thing that was done was when 
Hamilton persuaded Washington to 
accept the principle of a national bank. 
Had the Federal Government the 
power to charter a bank? “No,” said 
Jefferson, and repeated the Attorney- 
General, “There is no such grant of 
power in the Constitution.” Then 
Hamilton invoked the doctrine which, 
in the hands of Marshall, revolutionized 
conditions in this country, the doctrine 
of implied powers. . Since that time the 
control of banking has become one of 
the concurrent powers of government. 
We have had and still have Federal 
banks, as well as state banks. 

In another respect also there has 
been a change. The states, learning 
by sad experience, after the yellow 
fever in Louisiana, after the cholera in 
New York, turned over to the Federal 
Government some of the control of 
public health, so that we now have a 
national quarantine and no longer, as 
before, a state quarantine. And so in 
other matters like bankruptcy, for 
instance, which do not come within our 
purview in this article. 


INVOLUNTARY STATE RESTRICTIONS 


There are only two points in which 
the powers of the states have been 
involuntarily restricted: the one, when 
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slavery was declared unconstitutional, 
and the other when the 18th Amend- 
ment was enacted. As to these points 
let me call your attention to the confu- 
sion that exists in so many minds today. 
We have been talking a good deal about 
governmental central rights, and state 
privileges. Until the 18th Amend- 
ment, however, every extension of 
central power, interpreted in economic 
terms, had to do with production. 
Even slavery, from the point of view of 
the South, was concerned with produc- 
tion. The significant change in the 
18th Amendment, and the reason why 
it arouses so much opposition on the 


part of a growing minority in this 


country is that, for the first time in our 
history, the central power is extended 
to matters of individual consumption. 
That is the real reason why it is so 
resented. All other matters such as 
corporate control, power regulation, 
education, labor—all these deal, eco- 
nomically interpreted, with the ques- 
tion of production. In the 18th 
Amendment for the first time in our 
history the power of the central 
government was invoked to interfere 
with habits of consumption. This is 
essentially a return to medieval condi- 
tions, when government continually 
enacted its ill-chosen sumptuary legis- 
lation, deciding exactly what a man 
should or should not eat, drink, or wear. 
Modern life has brought us to the 
conception that there is something in 
the individual which should be sacred 
from such attacks. The endeavor to 
interfere with the personal habits of 
consumption is justified, if at all, only 
when, as in the case of opium, its 
continuance spells national disaster. 
No one can claim that temperance, 
that is a temperate use of drink or 
food, can lead to national disaster. 
We must draw the line sharply 
between production and consumption. 
In problems of production, such as 
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factory laws, child labor, corporate 
control, and the like, the minority will 
always give way to the majority and 
adjust itself to the prevalent opinion. 
But in the matter of consumption the 
individual will never give up what he 
considers his inherent rights as a 
separate being. We shall fail to reach 


a proper basis for the discussion of ) 


national prohibition until we learn to 
distinguish between the field of pro- 
duction, where a national minimum can 
properly be proclaimed, and the field of 
consumption, which it is utterly vain 


to hope to regulate by the exercise of | 


national powers. 


Factne Facts in A CHANGING ORDER 


But whatever may be the truth here, 
the point which I desire to emphasize 
is that our Constitution as originally 
framed was a simple expression of the 
economic needs of the time. Have you 
ever reflected that the problems that 
confront us to-day are due to the fact 
that, when our Constitution was 
adopted one hundred and fifty years 


ago, economic conditions were different ) 
from what they are to-day, and that 


the constitutions of other Federal 
States, adopted under different eco- 
nomic conditions, vary in important 
particulars from ours? Why is it that 
our neighbors across the border, in 
Canada, have gotten along about as well 
as we do—certainly no worse—with an 
absolutely opposed constitutional the- 
ory? Our theory is that all powers not 
granted to the Federal Government are 
reserved to the states and the people 
respectively. The Canadian theory is 
that all powers not expressly granted to 
the states, or the provinces, are re- 
served to the central government. 
What the ordinary lawyer in this coun- 
try still considers sacrosanct does not 
exist in Canada or in other parts of the 
world. Take the Australian Constitu- 
tion, take the South African Constitu- 
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tion, and take, what is perhaps the 
most significant of all, the German 
Constitution, the new democratic, re- 
publican German Constitution forged 
as the result of the economic pressure 
of the Great War. What do you find? 
You find just the opposite of what you 
find here in the United States. You 
find things for which we are not ready 
and shall not be perhaps until we have 
another great war, an internal war. 
What would you think of a situation as 
in present-day Germany, where the 
central government has the power not 
only over marriage and divorce and 
labor and general legal conditions, but 
where all the important revenues are 
collected by the central government and 
then by it apportioned out to the states 
and localities? Conceive of that in this 
country! Yet, under the pressure of 
changing economic conditions, that 
was brought about in Germany be- 
cause the sole way of meeting the 
reparations, which were a Federal 
obligation, was by centralizing all the 
powers in the imperial government. 

What we need first and foremost is 
to rid ourselves of shibboleths, of 
prejudices, of prepossessions, the out- 
growth of conditions of a century and 
a half ago. There is little use of say- 
ing, “We have got to obey the 
Constitution,” if in the Constitution 
there are imbedded regulations which 
no longer respond to actualities. We 
do not practice obedience to either the 
15th Amendment or the 18th Amend- 
ment. The only way to prevent us 
from degenerating into a lawless anar- 
chistic people, as is fast developing 
in this country, is to conform your 
fundamental law to your economic 
facts. You cannot change the eco- 
nomic facts. No individual can, no 
government can. The only wise thing 
is to change your fundamental law so 
as to be in harmony with the new con- 
ditions. 


Trenvp Towarp Taxes 
on WEALTH 


What is the application of this to 
the problem of state and Federal 
revenue? Let us consider the stages 
through which we have gone in adjust- 
ing ourselves to these changes in eco- 
nomic life. At first, as I have pointed 
out, there was no Federal revenue at 
all. The Federal Government was 
supported by the states, which had all 
the sources of revenue. Then came 
the present Constitution, inaugurating 
a situation which down to the Civil 
War was unaltered with the exception 
of the short periods of war and of 
preparation for war. Well-nigh all 
changes in finance and taxation are due 
to war. In fact, fiscal science is 
sometimes called a war science; it is 
only now becoming a peace science. 
Most of the fiscal changes that we find 
in this country up to recent years have 
been due to war or the fear of war. 

In the second period, which started 
in 1789, the Federal Government lim- 
ited itself with two exceptions to a 
single source of revenue, namely, from 
import duties, while the states and 
localities employed all the rest. The 
exceptions occurred when we were 
threatened with war with France and 
when we actually had war with Eng- 
land. At those conjunctures, because 
of the necessity of securing more revenue 
than was derived from the import 
duties, we find, first, internal indirect 
taxes, which under the Constitution 
must be uniform, and which were now 
levied almost exclusively by the Fed- 
eral Government. In the second place 


we find Federal taxes on wealth. I 
shall not stop to recall that great fight 
in the Constitutional Convention as to 
the provision making the assessment of 
direct taxes depend not upon wealth 
but upon representative population. 
I want simply to call attention to the 
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fact that during these anxious times a 
real estate tax and an inheritance tax 
were adopted; and had the War of 1812 
lasted three months longer, we should 
have had the first income tax. For 
the Committee on Ways and Means re- 
ported in favor of an income tax; and 
although many of the framers of the 
Constitution were still living, there was 
not one who considered the income tax, 
in the constitutional sense, a direct tax. 
As soon, however, as the war was over, 
we find that all the powers of taxation 
save that exclusively reserved to the 
Federal Government, namely, import 
duties, were exercised solely by the 
states. For nearly half a century, 
there was a clear cut line of division 
between Federal and state revenues— 
import duties for the one, property 
taxes for the other. 

Then came the Civil War from which 
we learned a great lesson. Had the 
other forms of taxation been in exist- 
ence, had it been possible, in other 
words, to utilize an internal revenue at 
once and not wait a year and a half be- 
fore the new machinery could be put in 
order, we should never have had the 
fiscal troubles which we encountered 
during the war; and we should in all 
probability never have been compelled 
to issue the greenbacks. As it was, we 
learned the lesson during the war, and 
by 1872, when all the war taxes had 
been abolished, we retained for the Fed- 
eral Government internal duties on a 
few articles such as whiskey, tobacco 
and beer. Thus the third period wit- 
nessed the utilization by the Federal 
Government not alone of import duties, 
but of internal indirect taxes, while the 
great domain of direct taxes on wealth 
was still reserved to the states. 

Finally came the changes brought 
about first by the economic develop- 
ment of the beginning of the 20th 
century, and then by the preparation for 
the Great War. We now find in Federal 
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revenues direct added to indirect taxa- 
tion. First, we had the Corporation 
Tax of 1909, disguised for constitu- 
tional reasons under the name of the 
Excise Tax. Next came the movement 
by President Taft to head off the im- 
pending income tax by recommending 
a Federal inheritance tax; and, finally, 
just in the nick of time for the war, 
came the adoption of the income tax. 

As a result, we have entered upon 
the most recent period where the cen- 
tral government depends to only an 
insignificant degree upon import du- 
ties and to a slightly greater degree 
upon internal indirect taxes, but 
where it has come to rely principally 
upon direct taxes—the income tax 
and the estate tax. On the other hand, 
the states have not only kept the gen- 
eral property tax, but some of them 
have an income tax, more have an 
inheritance tax, and all have various 
forms of indirect taxes, such as taxes 
on transactions, on stock exchanges, 
and on certain raw products. They 
had, before the 18th Amendment, taxes 
upon liquor, and now they have al- 
most everywhere the gasoline tax. In 
other words, both the Union and the 
states have come to depend on what are 
largely identical, or at least equivalent, 
sources of revenue—both direct and 
indirect taxes. This fact is responsible 
for most of our present-day problems. 
Let me in conclusion call attention to 
the chief considerations which must 
guide us in approaching a solution of 
these problems. 


ApsustTInG Fiscat System TO 
Economic Facts 


In the first place, let us face the 
situation as it is, and abandon the out- 
worn shibboleths. Let us talk no more 
of states’ rights; let us hear no more of 
the idea that certain revenues belong 
naturally to the states and that others 
belong naturally to the Federal Gov- 
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ernment. All this is belated. It be- 
longs to the infancy of economic and 
political thinking. In view of the 
economic situation as it exists, how can 
we adjust our fiscal system to the 
economic facts? Here we are fortu- 
nately exempt from the necessity which 
confronts Germany. We do not have 
to meet a crushing external obligation, 
which overshadows everything else. 
But still we are not exempt from the im- 
perious dictates of economic conditions. 
From that point of view there are three 
considerations that must guide us. 

First, the principle of adequacy: how 
much money is needed by the states 
and the local governments as against 
the Federal Government? Second, the 
principle of efficiency: which will work 
better under actual conditions, a state 
or a Federal tax? Third, and most 
important, the principle of suitability: 
which tax is best adjusted to the under- 
lying economic basis? 

As regards adequacy, we thought at 
one time that Federal expenses would 
soon be almost negligible as compared 
to those of either the states or the lo- 
calities and that the expenses of the 
Federal Government would continually 
diminish. But under war conditions 
and the aftermath of the war, it is 
different. At present we are spending 
for the Federal Government much 
more than for the states and almost as 
much as for the localities. And the 
prospects of permanently reduced Fed- 
eral expenditures, in the four of the 
new methods of subventions to the 
states for roads and other things, are 
not especially bright. At all events, 
the problem of Federal finance once 
again looms large in actual fiscal life. 

As to efficiency, there has been a de- 
cided trend toward centralization. 
Many sources of revenue which were 
formerly local are now controlled by the 
states because of the greater efficiency 
of centralized administration. It is a 


familiar fact that the chief progress in 
state and local taxes has been made in 
those states which possess state tax 
commissions with more or less cen- 
tralized powers. And it is at least open 
to question whether up to a certain 
point at least the same considerations 
are not applicable to Federal taxation. 

This brings up, however, the question 
of suitability. There are, of course, 
certain taxes which ought always to 
remain state and local in character. 
The real property tax, for instance, can 
best be levied by localassessors. More- 
over, under the Constitution we can- 
not put a Federal tax on land because 
the tax would have to be assessed not 
on the value of the land, but according 
to the number of people in the state. 
If we had a direct tax on land, let us 
say in states like Massachusetts and 
Mississippi where the relative popula- 
tion is about in the ratio of two to one 
and the relative wealth in the ratio of 
seven to one, a tax on a farm of given 
value would be from three to four 
times as high in Mississippi as in Mas- 
sachusetts. A Federal real estate tax, 
accordingly, is economically impossible. 

Without taking up all the other 
taxes in detail, it may suffice to call 
attention to the fact that there are cer- 
tain revenues, the source of which has 
developed from a local and a state 
basis to a national basis. Wherever 
an economic phenomenon which has 
become national in character is com- 
pressed within the mold of state con- 
trol, we find the emergence of the prob- 
lems of interstate income, interstate 
business, and interstate capital, which 
are vexing all of our commonwealths 
today. And when the conditions of 
ownership have transcended state lines, 
we have the additional problem of 
conflicting and overlapping state regu- 
lation, as in the modern inheritance tax 
with its duplicating, not to say tripli- 
cating, of burdens. 
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As to this, it is obvious that there 
is only one solution for such a problem. 
Where the economic basis has become 
national, the economic structure must 
perforce in the end be national. This 
does not necessarily mean that the 
revenue must be collected by the Fed- 
eral Government; but it does mean that 
at least the control must be centralized. 
All this talk about state rights and 
naturally reserved revenues is unavail- 
ing. It is bound to disappear before 
the facts. We have already accom- 
plished this result in one matter. The 
state taxation of national banks has 
been made uniform in this country 
because the decisions of the Supreme 
Court have enabled Congress to enact 
an appropriate law, which limits the 
activity of the states and which thus 
regulates the subject. We have not 
yet begun to approximate that result in 
the estate tax or the inheritance tax or 
the income tax or the corporation tax, 
but we are moving. 

It is impossible to think that a prac- 
tical nation like ours will continue for- 
ever to allow an out-worn political creed 
to interfere with business conditions 
and with justice in economic life. So 
far as the Federal and state revenues 
are concerned, what is slowly coming 
about, and what must of necessity come 
about in ever increasing measure, is a 
division whereby there will be left to 
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the states and localities certain taxes 
which do not indeed politically belong 


to them but which for economic reasons — 


are most suitable to them; and that 
there will be put under the control of 
the Federal Government, at first if 
possible through judicial decision, then, 
if that fails, through legislative regula- 
tion, and finally, if needed, through 
central administration, those sources 
of revenue which have a nation-wide 
economic basis, or which imperiously 
demand a uniformity of assessment and 
collection, in order to attain fiscal 
justice. 


There is thus one lesson to be learned, 


which can never be overemphasized. 
Let us no longer be guided by the law- 
yers who so often look backwards, and 
whose hands are tied by effete consti- 
tutional traditions. Let us no longer 
listen to the politicians who weary us 
with their old slogans and out-worn 
shibboleths. Let us study the actual 
economic conditions, and especially 
the ownership and distribution of 
wealth as among individuals and classes; 
for these are the things of fundamental 
importance. The sooner we adjust our 
fiscal relations, today so badly confused, 
to those underlying facts, the better for 
all concerned. Vain is the hope of those 
who expect to stem the incoming tide 
and to roll back the torrent of new and 
impending economic changes. 
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Ways and Means Toward Equitable Adjustments 
of State and Federal Taxes 


By W. B. Beixnap, M.A. 
University of Louisville 


HE problem as to what should be 

the sources of state revenue and 
what Federal is not new. Any school- 
boy knows that this question has been 
a difficult one from the American Rev- 
olution until the present day; nor 
will we solve it here nor will anyone 
else solve it anywhere else before the 
millenium. What perhaps we might 
do would be to lay down some general- 
izations as to what is a proper practical 
division in certain particular cases, or 
we might state some underlying theo- 
ries, or we might do both, but the 
lasting importance of such pronouncia- 
mentos will be doubtful. What we 
may be able to do and I believe we 
ought to do is to try to discover a 
method of approaching these problems 
that will bring relief at such times as 
relief is needed. 

The relation of state government to 
Federal government is a dynamic re- 
lation and its problems cannot be 
solved once and for all any more than 
the problems of life itself are capable 
of definite and final solution. For a 
general statement of state and Federal 
relationship we cannot do better than 
to read the now ancient words of 
Madison: 


The powers reserved to the several 
States will extend to all the objects which, 
in the ordinary course of affairs, concern the 
lives, liberties and properties of the people, 
and the internal order, improvement and 
prosperity of the State. ... By the su- 
perintending care of these (the States), all 
the more domestic and personal interests of 
the people will be regulated and provided 
for. With the affairs of these, the people 


will be more familiarly and minutely 
conversant. 


John Fiske, the historian, says: 

If the day should ever arrive when the 
people from the different parts of our 
country should allow their local affairs to be 
administered by prefects sent from Wash- 
ington and when the self-government of the 
States shall have been so far lost as that of 
the Departments of France, or even so far 
as that of the countries of England, on that 
day the progressive political career of the 
American people will have come to an end 
and the hopes that have been built upon it 
for the future happiness and prosperity of 
mankind will be wrecked forever. 


I believe these two quotations ex- 
press the real creed of most Americans 
to-day concerning state influence. But 
in practical application they do not 
help much when applied to actual prob- 
lems of state and Federal jurisdiction. 
Let’s try for a more realistic method of 
approach. 


Wuart THE PrRoBLEMs? 


First, we must definitely see what the 
problems are. We know already that 
a conflict exists. This conflict is often 
spoken of as “between the Federal 
Government and the states.”” That is 
on the face of it a misnomer. It isa 
conflict between those who are gener- 
ally spoken of as “ states rights people” 
and those who believe in a greater cen- 
tralization of power and activity at 
Washington. It sometimes becomes a 
conflict for jurisdiction between Federal 
officials and state officials. But we are 
all citizens of states and all citizens of 
the Federal Government and there is 
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no such thing as a federal government 
separable enough from the states to be 
in conflict with them. We cannot 
split ourselves into two citizens to 
fight against each other—one repre- 
senting the state citizen and one the 
Federal citizen. The conflict we are 
to discuss is then a conflict of ideas and 
of theories within the body politic. 
The general acceptance of the matter 
as a “Federal versus State” matter 
forces us however to accept this nomen- 
clature. 

What is not generally recognized is 
that many if not most of the difficulties 
that arise in this connection are really 
difficulties as much of state being in 
conflict with state as with the Federal 
Government. This is often confused 
with the conflict between the states on 
one side and the Federal Government 
on the other. Very often it is a three- 
sided fight—the states against each 
other and they against the Federal 
Government. Perhaps the clearest 
examples of the intricacies of this type 
of conflict are to be seen in inheritance 
and income taxation. 

When the death tax muddle was at 
its worst, as many as five different 
states might have claimed the right to 
tax one estate under certain given con- 
ditions. On top of this was the Federal 
Government tax one states. Theoret- 
ically the total taxes to be demanded 
from an estate might have reached a 
rate of something like 300 per cent. 
Furthermore, the tax laws of each state 
were different. The cost to the tax- 
payer of finding out what his taxes 
were was often more than the tax itself. 
It took waivers from seven different 
states to transfer one share of stock of 
a certain railroad from the estate of a 
decedent to a beneficiary. The settle- 
ment of an estate of any size could be 
and was often held up almost indefi- 
nitely by the questions arising from 
the settlement of the Federal tax. 


Three years was considered a normally 
short time within which to arrange the 
settlement of the Federal estates tax. 

In this situation there was, then, 
unjust and uneven multiplication of 
taxes, great expense of payment and 
inexcusable delay of settlement. Nor 
were these troubles confined to the 
settlement of large estates. The evil 
was a very real one for all estates con- 
taining any securities. It was as good 
an example of a shameless fight for 
sources of revenue as could well be 
imagined. The several states claimed 
jurisdiction enough for tax purposes 
over estates upon every conceivable 
pretext—and the Federal Government 
also claimed this jurisdiction. The 
natural result was confusion worse 
confounded. In the language of the 
cowboy it was as bad as possible and 
continually getting worse. It was 
state against state and the Federal 
Government against them all. Evi- 
dently something would have to be 
done. 


A CONTROVERSIAL SuBJEcT! 


Professor Seligman has suggested as 
a solution that we abolish all state 
inheritance taxes and leave the whole 
matter to the Federal Government.' 
When I first tackled the problem I was 
fully convinced that this was the right 
solution. If, like a late magistrate of 
Louisville, I had shut off discussion at 
that point I should have saved myself 
much puzzling thought and much 
mental worry. This said magistrate 
in a certain case informed the lawyer 
for the defense when he arose that he 
could sit right down, he didn’t want to 
hear any more. He had heard the 
plaintiff and made up his mind and it 
only confused him to hear both sides of 
the question. I think at times we have 
all felt the same way whether or not we 
have been honest enough to admit it. 

1 See p. 1. 
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EquiTaBLE ADJUSTMENTS OF STATE AND FEepERAL Taxes 


Later, when I had studied the states’ 
side of this question for a couple of 
years, I turned the other way around 
and stood side by side with the gentle- 
man from Rhode Island, Governor Bliss. 

In the first place, I saw that from a 
practical point of view it was going to 
be a political impossibility to get 
through a constitutional amendment 
forcing the states to relinquish the 
necessary power to the Federal Govern- 
ment. In the second place, if there was 
one logical branch of the government 
to collect this tax, it was the branch 
that had jurisdiction over the settle- 
ment of estates of decedents—namely, 
the state government. And again, 
there were certain states whose finan- 
cial development had been such as to 
make this tax an essential part of their 
revenue. It was not an essential part 
of the revenue of the Federal Govern- 
ment. The states controlled the proper 
machinery of collection, i.e. the pro- 
bate courts. Again, they had no avail- 
able substitute for the yield from this 
tax as a source of revenue. 

Those who advocated the Federal 
Government as the sole collector of 
death taxes usually favored a nebu- 
lously stated return of part of the 
money to the states. They were never 
able to offer a satisfactory formula for 
just how the share going to the states 
was to be apportioned. Were taxes 
from real estate to go to the state of 
situs; taxes from securities, partly to 
the state of domicile, partly to the 
state of incorporation, and partly to 
the state of situs of the property of the 
corporation? A mere reading of these 
questions will show how impossible it 
would be to answer them satisfactorily. 
By turning the collection over to the 
Federal Government, these questions 
would not really be settled; they would 
simply be transferred to a different 
battlefield. They would cause log 
rolling and bickering in Congress be- 


tween states for all time to come. 
Each state would be forever jockeying 
to get more of the proceeds. 

The impossibility of abolishing the 
state taxes was evident, but so was the 
impossibility of having the chaotic 
condition of this tax continue. It 
looked at this time as though the 
proper solution was the reform of the 
state taxes and the abolition of the 
Federal tax. 

Then came the disturbing element 
which so often enters into these prob- 
lems of jurisdiction—cut-throat com- 
petition between the states. Florida, 
in an effort to advertise the fact that 
she had no death taxes, passed what 
was under the circumstances an almost 
meaningless constitutional amend- 
ment. It simply said she never would 
have. Certain other states followed 
suit or were preparing to follow suit. 
Very evidently this establishment of 
havens of refuge for the rich would 
take most of the yield from the inherit- 
ance tax in those states that were de- 
pendent upon the revenue. Very evi- 
dently the states were not going to 
yield to the Federal Government sole 
power in death taxes; Florida was not 
going to be enthusiastic about any plan 
which robbed her of this pet publicity 
item. States dependent on this source 
of revenue, like New York, could 
hardly be expected to do so. That 
solution on the face of it was out of 
date. Equally true was it that simply 
abolishing the Federal estates tax 
would not have helped the evil of the 
overlapping state taxes. It would not 
have cured the newly recognized evil 
of unfair competition for wealthy resi- 
dents but would have aggravated it. 


INHERITANCE Tax 
PROBLEM 


It was at this juncture that President 
Coolidge suggested to the National 
Tax Association that it call a confer- 
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ence in Washington. Delegates came 
from most of the states and from a 
number of the universities. The Pres- 
ident himself addressed the assem- 
blage and so did a number of members 
of the Ways and Means Committee of 
Congress. The difficulties of the situ- 
ation were thoroughly pointed out and 
a committee was appointed to work on 
these problems. This committee drew 
up a model law for the states, it co- 
operated with the Ways and Means 
Committee in working out a reasonable 
rate for the estate tax and suggested 
the present eighty per cent deduction 
from the Federal estates tax for state 
inheritance taxes paid and urged upon 
the states that they do away with the 
non-resident taxes. 

The fixing of the Federal deduction 
in such a way as to allow the states to 
take a fair tax without penalizing 
estates, has tended to standardize 
state rates; and whether or not rates 
are standardized among the various 
states, estates of the same size will in 
most cases pay approximately the same 
tax regardless of whether the former 
owner was a resident of Florida or of 
New York. This solution has left the 
states the right of self-government, but 
above all it has prevented the con- 
fusion that was bound to result from 
the unfair competition for the favors of 
wealthy residents. 

Along with the Federal deductions 
allowed for state taxes has come a very 
gratifying response to the demands 
that the non-resident taxes of the 
states be either eliminated or made as 
unobjectionable as possible. This re- 
cent adoption of more intelligent laws 
with regard to non-resident estates has 
come largely in response to the efforts 
of Senator Edmonds. Along with this 
the courts have thrown out some of the 
objectionable acts, and those of us who 
have been interested in the subject feel 
greatly encouraged at the outlook. 


We feel that state inheritance taxes 
have been reserved for those states 
that need them; that the Federal 
revenues will benefit in the cases of 
states who do not; that a mild coercion 
on the part of the Federal Government 
bids fair to serve our purpose; that we 
are using intelligent means of settling 
the conflict instead of resorting to the 
Club of Centralized Power. 

The reasons for going so extensively 
into a subject not of supreme interest to 
everyone generally, is that the methods 
used in this case of the inheritance tax 
muddle can well be used in other 
cases of conflicting jurisdiction between 
the various states and between them 
and the Federal Government. This 
method will not, of course, be infallible 
—nor is it always applicable. In 
cases where states persist in unfair 
competition, whether in bidding for 
incorporation fees or for divorce pro- 
ceedings or for sources of revenue, it 
will become necessary—after all other 
means fail—to centralize in the Federal 
Government the power requisite to 
bringing order out of chaos. 

Where a reform sought is one in 
which honest differences of opinion 
occur in different states or different 
sections either as to aim or methods, 
then each state or each section should 
be allowed to work out its own salva- 
tion so long as it does not trespass too 
severely upon the rights of the other 
states. And we should not force upon 
the country the supposed cure-all of 
centralization of power. 

Most problems of jurisdictional dis- 
pute over which there is much discus- 
sion belong to one or more of three 
classes; either 

(1) where there is general agreement 

between the states and the Fed- 
eral Government as to the object 
sought, but where the mechani- 
cal means of accomplishment 
are difficult, or 
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(2) in the class arising from unfair 
competition between the states, 
or 

(8) in the class of problems arising 
from some sections of the coun- 
try or of some groups trying to 
force their ideas upon other 
sections or groups by means of 
centralization of power. 

There will always be, of course, a 
number of border-line cases. Reforms 
of the first class, where there is agree- 
ment of aim, lend themselves to the 
conference method of solution most 
easily. The same method may in 
many cases find ways of overcoming 
unfair competition by convincing the 
offending states of the errors of their 
ways. Again, the conference method, 
by turning on the light, is very apt to 
make it evident whether or not the 
discussed reform is one that had better 
be left to the states themselves. The 
borderline cases will be the most diffi- 
cult to deal with. 

The problems of jurisdiction with 
relation to sources of revenue funda- 
mentally differ but little from other 
problems of jurisdiction. In many of 
these problems—as in inheritance tax- 
ation—there is no one right solution. 
If we try to be fair and at the same 
time practical we are bound to com- 
promise. If through centralization of 
power we force upon the country the will 
of either a tyrannical majority or of a 
powerful and determined and over- 
reaching minority, we are either going 
to choke the genius of local self-govern- 
ment or we are going to cover up 
smouldering fires that will eventually 
destroy our union. Compromise is apt 
to be best achieved by friendly confer- 
ence of those interested. 

As I have said before, my idea is that 
what we should be interested in is not 
just tagging certain sources of revenue 
as belonging to the Federal Govern- 
ment or the state governments—not in 


just allotting certain jurisdictions theo- 
retically to one or the other—but that 
we suggest some intelligent method of 
attacking such problems, each on its 
merits, and according to its peculiar- 
ities. I have described the method 
used recently in inheritance taxation. 
This is not the only way such things 
can be done. But it looks promising. 


Arp or NATIONAL ORGANIZATIONS 


It will pay us to note the growth in 
importance of the Governors’ Confer- 
ence, of the National Tax Association, 
of the Committee on Uniform State 
Laws, of the Law Institute, the League 
of Women Voters and of the legislative 
committees of such bodies as the Amer- 
ican Banker’s Association, the American 
Medical Association, the National 
Education Association, the National 
Conference on Social Work, the Na- 
tional Highway Conference and the 
National Real Estate Association, and 
other similar bodies. 

The Governors’ Conference meets 
every year and gives the state execu- 
tives a chance for friendly discussions 
of their public troubles and explana- 
tions of their aspirations for their 
states. 

The National Tax Association has 
an annual conference. It is composed 
largely of state officials—but also con- 
tains all of those enough interested in 
public finance to attend its meetings. 

The Committee on Uniform State 
Laws is made up of delegates from 
each state appointed by the governor 
of the state and works in connection 
with the American Bar Association. 
It has accomplished much but its work 
is little more than started. Much of 
its work is naturally quite technical in 
character, e¢.g., the now generally ac- 
cepted Negotiable Instruments Act. 

The Law Institute, also a child of the 
American Bar Association, is engaged 
upon a re-draft of the common law that 
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will tend to bring about state uniform- 
ity of interpretation of the common 
law. The importance of this can 
hardly be exaggerated. 

Recently we had organized a very 
significant body—the American Legis- 
lator’s Association. This body is com- 
posed of delegates elected by the 
legislators of each state. It is to meet 
annually at the same time and place 
as the American Bar Association. 
Among other things, it plans to work 
with the Committee on Uniform State 
Laws. The first meeting was in Den- 
ver this summer. Anyone who has 
ever served in a legislature has seen the 
carelessness with which most legisla- 
tion is prepared for passage. In fact, 
when one realizes the lack of consider- 
ation given to the larger aspects of 
most bills, it becomes evident what a 
great influence for good is possible to 
such an organization as the American 
Legislator’s Association. 

I do not predict but I do suggest and 
hope that out of this wealth of organi- 
zation may grow a more formal and 
more powerful body;—a body for 
conference and compromise—perhaps 
official, perhaps semi-official—that, 
working through functional committees 
much as the Inheritance Tax Commit- 
tee worked, shall use intelligence and 
accumulated experience and knowledge 
in solving these problems of jurisdic- 
tion. Such a body would give atten- 
tion perhaps to general theories but 
largely as these were necessary to solve 
specific problems. It would give the 
states a chance to pass intelligent laws 
carefully drawn up and openly dis- 
cussed in friendly conference. 

This would preserve to the states the 
freedom of action that has allowed 
them to remain a union in spite of 
widely differing traditions, populations 
and institutions. It would avoid the 
destruction of the genius of self-govern- 
ment within the states and would 


preserve state governments for the 
time when our population has grown 
to the point where some sort of integra- 
tion would be an absolute necessity, 
And this latter is a very important 
consideration. 

Some people feel that we are already 
overorganized for Reform with a 
capital R. Arthur Guiterman has 
expressed this most ably in a poem 
entitled 

DaMMING THE MissouRI 

Once a company of Beavers in their engi- 
neering fury 

Took a notion that their mission was to dam 
the Big Missouri: 

Under Consecrated Leaders they assembled 
in Convention 

For the instant prosecution of their laudable 
intention. 

They were able hard wood biters, they were 
doughty timber topplers, 

And they beavered down the willows and 
they felled the heavy poplars, 

And they laid them to the riffle and were 
very, very clever, 

They were brilliant! Yet the river paid 
them no regard whatever 

But through barrens dry and sandy, or 
through marshes wet and drippy 

Went on flowing, flowing, flowing to the 
Mighty Mississippi. 

When we try to curb the surges of unchang- 
ing human nature, 

Or to quench a conflagration by an act of 
legislature, 

Or to stem a revolution by the words of 
quiet thinkers, 

Or to hold religion static in a martingale 
and blinkers, 

Or to turn the silent current of continuous 
creation, 

Or to cork the effervescence of a rising gen- 
eration, 

Or to stop the zealous doctors from invent- 
ing new diseases, 

Or to keep a wife from doing just exactly 
what she pleases, 

We are every bit as crazy, as I'll prove to 
any jury, 

As those enterprising Beavers when they 
dammed the Big Missouri. 
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Perhaps this is an age of organization, 
of over-organization. It is, however, 
the duty of those of us interested in 
maintaining our government on the 
highest plane to work through our 
own particular organizations for intel- 
ligent solutions of vexing problems and 
not allow this or that body, organized 
for selfish or emotional propaganda, to 
stampede legislatures and Congress into 
a stupidly wholesale centralization of 
power. I believe we should seriously 
consider the advisability of working 


toward some such conferential body as 
I have suggested. A formal body half 
way between Congress and the legisla- 
tures, a liaison organization capable 
of collecting data and making dispas- 
sionate investigation and recommenda- 
tions, could be of tremendous value 
in preventing undue centralization of 
power and in maintaining the priceless 
heritage of our present state govern- 
ments. It would solve our problems 
by intelligence rather than by propa- 
ganda and force. 
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Federal Co-operation in State Sources of Revenue 


By Hon. Marx Graves 
Commissioner, New York State Tax Department 


SING my own experience in public 

life and what I have observed 
therefrom as a guide, the first thought 
that comes to me in relation to the 
subject of Federal and state sources of 
revenue is this: The founders of our 
government seem to have planned it 
this way, that things which were of 
national importance should be func- 
tions of the national government; that 
those which were of state import 
should be functions of state govern- 
ment, and those which were concerns 
of localities should be functions of 
localities. We raise taxes to pay the 
cost of government, and the cost of 
government in the aggregate for a 
specified group of municipalities, 
whether they be local municipalities 
or states, or the cost of the national 
government itself, depends upon the 
functions which those different gov- 
ernmental units perform. 

Professor Seligman has developed the 
thought that in the past one hundred 
and fifty years great and powerful 
forces have been operating in this 
country, that our country has changed 
from one where primitive conditions 
existed to one which is highly developed 
in an industrial, social and economic 
sense.' The change from primitive 
conditions to a highly organized state 
has naturally brought about, first, a 
multiplication of governmental func- 
tions, and second, a shifting of them. 
At the bottom of the scale, we find 
local governments exercising functions 
today which in the beginning were 
matters of private concern. I refer to 


charity, education, and a lot of kindred 


+See p. 1. 
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subjects. Things which formerly were 
of local concern, and therefore local 
functions, and paid for by the localities, 
have become state functions, many of 
them. Some of them have even grown 
into matters of national importance. 


SHIFTING Process GOVERNMENT 


The point I wish to make is that 
functions of government are continually 
and constantly changing and that as 
they shift and change revenue require- 
ments change with them. The pro- 
posal to assign to the Federal Govern- 
ment certain sources of revenue and to 
the states and their localities other 
objects of taxation, makes a plausible 
appeal to one’s reasoning. It would be 
a desirable thing to do if it could be 
done in such a way that each taxable 
ability would contribute toward the 
aggregate cost of government in this 
country on a relatively equal basis. 
Frankly, I think the proposal is too 
idealistic, and I am convinced that it is 
wholly impractical for a variety of 
reasons. 

The national government should not 
be limited or restricted in times of war 
and during periods of payment of war 
debts. It is just as essential that the 
Federal Government have the power 
to marshal the revenue resources of 
the country in times of national emer- 
gency as it is to command the indus- 
trial, financial and man power of the 
country. And when a war ends, it is 
equally important that the national 
government have the authority to 
raise by whatever means is best the 
revenue necessary to pay the war debt. 

The constant shifting of individual 
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efforts for the common good to the 
sphere of governmental activity, and 
the transition of local functions to the 
position of state and national concerns, 
make it impossible to adopt any segre- 
gation of sources of revenue either per- 
manently or temporarily for any con- 
siderable number of years. 

Even though this shifting process 
did not occur, there is no assurance 
that yields of revenue from assigned 
sources would increase in substantially 
the same proportion as the activities 
of the different governmental organiza- 
tions increase. 


Securinc ADEQUATE REVENUE 


The outlook is that for the next few 
decades the most difficult problem in 
government finance will be that of 
securing adequate revenue for Ameri- 
can municipalities. They now have 
but one main reliance—the tax on 
property. And they can ill afford to 
have assigned to the national govern- 
ment for its exclusive use any source of 
revenue of high productivity, as, for 
instance, the income tax. It seems 
clear that in the older states, highly 
organized industrially and socially, the 
design must be for the state to take 
over some of the local functions and 
finance them, or devise means of rais- 
ing revenue on a state-wide basis, and 
then distribute it to the localities. 

I think we may agree that a revenue 
law which can be administered nation- 
ally but which cannot be administered 
by smaller units is a proper source of 
revenue for the Federal Government; 
and, conversely, that a revenue law 
which can be properly administered by 
local governments but not by the 
national government should be a source 
of local revenue. 

The Constitution gives, as it should 
because of the impossibility of adminis- 
tration by states and localities, to the 
Federal Government the right to lay 


duties on imports. The direct tax on 
property, while not specially reserved 
to the states and their localities, has 
in actual practice, except in isolated 
cases, been recognized as a source of 
state and local revenue, and for practi- 
cal reasons is not available as a source 
of national revenue. This, in my 
opinion, is as it should be. Likewise, 
the states have generally left the field 
of indirect taxes on specified articles and 
luxuries to the Federal Government. 
And this has undoubtedly been wise 
procedure. 


INCOME AND INHERITANCE Tax Fre_p 


The two sources of revenue now 
utilized by the Federal Government and 
to a considerable extent by state gov- 
ernments are the income taxes on indi- 
viduals and corporations and the in- 
heritance tax. It seems then that any 
proposed division of sources of revenue 
would be likely to revolve around these 
taxes. 

The suggestion has been made that 
the states abandon to the Federal 
Government. the income tax field and 
that the Federal Government release 
to the states the inheritance tax field. 
I am convinced this would be an unwise 
and inequitable division. Income as 
a source of taxation has great revenue- 
producing possibilities. I am _ con- 
strained to believe that we may obtain 
in this country as much or more revenue 
from this source than we have from the 
direct tax on property. Except in 
times of war and in the periods when 
war debts are being paid, the need of 
the states and of their localities for 
revenue is greater than that of the 
Federal Government. Indications are 
that local demand will increase at an 
accelerated rate. If then this great 
source of revenue is given exclusively 
to the Federa! Government, it is en- 
tirely likely to happen that those taxed 
on this base will be taxed relatively, 
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lower than those taxed on their proper- 
ties for the support of state and local 
governments. 

The inheritance tax has not the 
revenue-producing possibilities of the 
income tax. If that field of taxation 
were abandoned by the Federal Gov- 
ernment, the revenue possible to be 
derived by the states would be incon- 
sequential in comparison with actual 
needs and requirements. 


FreperRAL GOVERNMENT AND EstTATE 
Tax 


One of the writers in this volume has 
alluded to the Federal Estate Tax.’ 
He takes the position advocated by 
many others, that the Federal Govern- 
ment should retire from the estate tax 
field. I agree with Governor Bliss 
that the states have a higher legal and 
moral claim to this source of revenue 
than has the Federal Government, but 
I differ with him on the desirability of 
having the Federal Government with- 
draw. I differ for very practical 
reasons. We must recognize that in 
the inheritance or estate tax we have a 
tax which is levied but once during the 
lifetime of an individual. We should 
realize that in this country state inher- 
itance taxation is in a chaoticcondition. 
There is utter lack of uniformity; 
states have been striving apparently 
one to outdo the other in their efforts 
to reach all of the property over which 
they can claim any right to levy a tax. 
To remedy that sort of a situation we 
all agree that intangible personal prop- 
erty of a non-resident decedent should 
not be taxed; or, to state it conversely, 
that the decedent’s intangible hold- 
ings should be taxed only in the state 
of his residence, meaning the state 
of his residence at the time of his 
decease. 

Statistics show that about two-thirds 


See p. 21. 
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of the assets of taxable estates consist 
of intangible personal property, at 
least that is what our statistics in New 
York show. So we have the condition 
that, if we bring sense into our state 
inheritance tax statutes, the decedent’s 
estate will be taxed at least in respect 
of two-thirds of the assets in the State 
of which he happens to be a resident 
at the time of his death, without refer- 
ence as to where he may have lived all 
the other years of his life, or to what 
influences he owes the accumulation of 
his wealth. Many of us believe that 
the inheritance tax is a good tax; it is 
found in all democratic countries. It 
plays a rather prominent part in the 
social and fiscal plans of all civilized 
countries. Therefore some of us be- 
lieve that the Federal Government 
should remain in the estate tax field in 
order that we may preserve this very 
good tax. You may say, “Why is it 
necessary for the Federal Government 
to remain in this field in order to pre- 
serve this tax?” 

Well, I will tell you, very briefly, 
why, as we see it. A few of our states, 
Florida, Alabama, Nevada and the 
District of Columbia, have no inher- 
itance tax statutes of any kind. They 
offer havens of refuge for people of 
great wealth; by the simple expedient 
of taking up their residence there, they 
can avoid any inheritance tax at the 
time of death. Keep in mind that this 
is a tax that is not paid annually, but 
paid once during a lifetime. A man, 
after accumulating a vast fortune, 
might select one of these havens of 
refuge in his latter years, and thereby 
avoid all inheritance taxation if the 
Federal Government should retire from 
the field. 

Now if this is a good tax, if it is 
desirable that we secure some substan- 
tial amount of revenue from this source, 
we are justified, I believe, in adopting 
practical methods of preserving it. 
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The person who accumulates a fortune 
or who acquires any substantial amount 
of property does not do it because of 
the laws of any particular state; he is 
enabled to do so by the opportunities 
which the laws of all of the states and 
of the national government itself afford 
him during his lifetime. If we could 
successfully impose an inheritance tax 
upon the estate of a non-resident de- 
cedent, representing his investment in 
property within the several states—if 
that were practical of accomplishment 
—we might very well say that if the 
State of Florida does not wish to im- 
pose an inheritance tax that is her 
business and no concern of ours, and is 
no reason why the Federal Government 
should remain in the inheritance tax 
field. But the converse of that is true. 
If we are to have sensible inheritance 
tax legislation in this country, we must 
tax real property, in the state where it 
is situated, tangible personal property 
in the state where it has a situs, and all 
other personal property at the residence 
of the decedent, at the place where 
he resides at the time of his decease. 
It is for these very poorly stated 
reasons which I have enumerated and 
others which space does not permit me 
to state that some of us believe the 
Federal Government should remain in 
the inheritance tax field and with the 
eighty per cent credit provision as now 
contained in that statute. 

Someone may say, as Governor 
Bliss indicated, that the effect of such 
a law will be to excite and persuade 
states to take advantage of the eighty 
per cent provision. My honest con- 
viction is that if that is done and if 
that state has no need for the revenue 
which it receives, it will find, if it 
surveys its tax system and the tax 
systems of the local governments within 
the state, places where taxes may be 
reduced, and this excess revenue used 
to take up the slack. 


All this talk about the usurpation by 
the Federal Government of the taxing 
power of the states, of using a club to 
force states to have inheritance tax 
laws, and of state rights in this relation 
is just plain unadulterated piffle. 

The point at issue is: shall we break 
down inheritance taxation in this 
country? Active and apparently pow- 
erful influences are at work to accom- 
plish that end. They are opposed to 
this tax for very selfish reasons. They 
know that if they can bring about the 
repeal of the Federal estate tax, rivalry 
and competition between the states 
will whittle the revenue from this source 
down to almost nothing. If that 
could be done without shifting the def- 
icit to the shoulders of already over- 
burdened realty and income (personal 
and corporate) taxpayers, we would 
welcome the plan. But when we see 
that the result would be to place 
heavier tax loads on the farmer, the 
home owner, the rent payer and busi- 
ness of every description, we are im- 
pelled to voice opposition to the 
“scheme” and I use that word ad- 
visedly. Of course many of those who 
favor the repeal of the Federal estate 
are well intentioned. They are carried 
away by the “states’ rights,” or some 
similar argument and are just being 
used by those who have selfish interests 
at stake. 


Prospiem oF ComMING GENERATION 


As I have said, the problem of this 
and the next generation will be that 
of financing our local governments. 
Local governments now receive almost 
all their revenue from a tax on property 
—and when I say a tax on property, I 
mean real property, almost entirely 
real property. Moreover, as I see 
the situation, functions of local govern- 
ments will increase and grow more 
rapidly in the next generation than 
will the functions of the state and 
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national governments. One of the 
problems which I believe the states 
must face in future years is that of 
financing their localities. I doubt if 
there is any state in this Union of which 
you can safely say they have no need 
for inheritance tax revenue. It may 
be they are getting along without it, 
but if so, I think you will find it is 
because of heavy burdens placed on 
some other objects of taxation. I 
hope to see inheritance taxation in 
this country developed. We never 
have received more than say $200,000,- 
000 from that source for Federal and 
state purposes. In England, with a 
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national income of a third of ours, 
they collect more from this source. I 
believe that the inheritance tax can be 
developed into a source of revenue 
which will produce five, six, seven or 
possibly eight hundred million dollars 
yearly. Bear in mind that if we 
obtain $500,000,000 from inheritance 
taxes, it means that so much less will 
be levied on property or income or 
business. I believe that we can de- 
velop this tax in this country to the 
point where it will be a material rev- 
enue producer, with the result that 
other taxes may be lowered or pre- 
vented from going higher. 
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Why Federal and State Bases of Taxation Should Be 
Separate 


By Zenas W. 
Chairman of the Rhode Island Board of Tax Commissioners 


SHALL speak from the standpoint 

of a state tax official, and shall en- 
deavor to indicate some of the difficul- 
ties which we now have because the 
Federal Government and the states 
are using the same tax bases from 
which to derive a part of their revenue; 
and I shall call attention to others 
which seem to me to be imminent, and 
which I think will soon be upon us 
unless proper steps are taken to avoid 
them. 

We are all familiar with the situa- 
tion with respect to our inheritance and 
estate taxes. Conflicting jurisdictions, 
a lack of uniformity in the laws of the 
several states and the Federal Govern- 
ment, a tendency on the part of some 
to use this method of taxation for the 
purpose of influencing the acquisition 
and determining the distribution of 
wealth rather than as a measure for 
raising revenue, and the attempts of 
others to impose this tax upon all the 
property that can possibly be reached 
regardless of the residence of the de- 
cedent, the situs of the property, or 
the equities involved—all these have 
brought about a situation which leads 
many of our citizens to regard this old 
and formerly respectable tax not as a 
tax at all, but as an added terror to the 
pangs of dissolution. 

The first application of this form of 
taxation in the United States was by 
the Federal Government in July, 
1798, about eighteen years after its 
introduction in England. Pennsyl- 


vania, twenty-eight years later, or in 
1826, was the first state to impose an 


inheritance tax. The other states 
followed at varying intervals until 
practically all of the states imposed 
some kind of an inheritance or estate 
tax. I mention these facts merely to 
call your attention to the circumstance 
that the Federal Government was 
first in this field of taxation and was 
followed by the states. 

It is also a fact that the Federal 
Government abandoned this form of 
taxation for a considerable period, 
and, before it seriously reéntered this 
particular field, inheritance and estate 
taxation had become an important 
element in the fiscal policy of many 
of the states. Inheritance and estate 
taxation is now highly developed and 
a very important factor in the revenue 
systems of a great majority of the 
states. Under these circumstances it 
is natural that the states should con- 
sider this field of taxation as pecul- 
iarly their own, and should look upon 
Federal activity therein as an en- 
croachment upon their rights. Techni- 
cally, of course, this view is not cor- 
rect; there is no question as to the 
legal or constitutional right of the 
Federal Government to employ this 
form of taxation; but as the states have 
developed this tax in many instances 
to a high degree, and as the Federal 
Government had apparently decided to 
abandon it altogether, or at the most 
intended to use it only as an emergency 
measure, there is a certain justice in 
the claim of the states that this field 
should be left entirely to them, and in 
this I heartily concur. 
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FeperAL ADMINISTRATIVE 
DIFFICULTIES 


I have never considered inheritance 
or estate taxation a proper field for 
the Federal Government, and so far as 
I have been able I have always opposed 
it. There are difficulties of adminis- 
tration which seem to me insuperable, 
because of our wide geographical ex- 
tent, the uneven distribution of 
wealth, and the great dissimilarity in the 
economic organization and social life 
of the different sections of our country. 

It is by no means an easy matter to 
frame an inheritance or estate tax law 
that will give satisfaction even within 
the comparatively restricted jurisdic- 
tion of a state. To formulate a Fed- 
eral law that will not be unpardonably 
sectional and at the same time be sim- 
ple enough to be practical from the 
standpoint of administration, is ex- 
tremely difficult. 

As an illustration of the difficulty of 
applying the same law to two widely 
separated states differing materially in 
their ecomomic and social organization, 
I will cite Rhode Island and Mississippi. 

In 1916 Rhode Island passed an es- 
tate and inheritance tax law. This 
law has operated with a marked degree 
of success up to the present time. The 
amount of revenue raised is adequate. 
The rates, with two or three minor ex- 
ceptions, are the lowest, I think, im- 
posed by any of the states, and the 
exemptions are comparatively high. 
There has been practically no liti- 
gation, and the cost of administration 
has been low. 

This Rhode Island law was copied 
almost verbatim by Mississippi. The 
rates were increased somewhat and the 
exemptions lowered, and there were 
minor changes made in the officials 
administering the law, but there was 
no change in theory or the fundamen- 
tal principles involved. I have reason 
to believe that the administration was 


intelligent and energetic, but the law 
was a failure in Mississippi. It did not 
produce sufficient revenue, it was ex- 
tremely unpopular, there was a great 
amount of litigation, and the law was 
finally repealed and replaced by another 
based upon an entirely different plan, 
which I understand is working fairly 
satisfactorily. 

It is, of course, necessary to appraise 
the property of all estates coming under 
the provisions of the Federal estate tax 
law. So far as stocks and bonds with 
a wide market are concerned this is a 
simple matter, but when real estate, 
tangible personal property, the securi- 
ties of close corporations, partnership 
interests, receivables and similar values 
are involved, a proper appraisal can be 
made only by those familiar with the lo- 
cality and the several classes of property 
passing, and they must also have a sub- 
stantial and comprehensive knowledge 
of business and social conditions in the 
particular locality in which the property 
and business happen to be situated. 

If these conditions are to be satis- 
factorily met it will require a very con- 
siderable number of appraisers, and 
their sphere of usefulness will be nec- 
essarily limited. It is impracticable 
to maintain any such corps of apprais- 
ers, and consequently the valuations 
in many instances are bad. Accu- 
racy of valuation must necessarily be 
sacrificed to economy of administration. 
Furthermore, if the taxpayer feels him- 
self injured and that it is necessary for 
his protection to appeal to the courts, 
he finds litigation very expensive, and it 
frequently happens that he submits to 
what he considers a rank injustice rather 
than meet the cost of such litigation. 

I shall not further trouble you with 
specific objections to the Federal es- 
tate tax from the administrative stand- 
point. It is worth noting, however, 
that the revenue yield is compara- 
tively small, and it will not seriously 
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deplete the Federal treasury if this 
source of revenue is abandoned. On 
the other hand the receipts from es- 
tate and inheritance levies form an im- 
portant part of the revenues of many 
states, and cannot be foregone without 
throwing out of adjustment their sys- 
tems of taxation. 


E:enty Per Cent Crepit CLAUSE 


In addition to the foregoing there is a 
much more objectionable feature of the 
estate tax provision of the Federal Rev- 
enue Act of 1926—an unsound, dan- 
gerous principle, it seems to me—the 
eighty per cent credit clause, as it is 
generally called. This clause provides 
in substance that the amount of estate 
and inheritance taxes assessed by and 
paid to the state may be used by the 
taxpayer as a deduction against the 
Federal estate tax up to eighty per cent 
of the amount of the Federal tax. 

The effect of this provision is appar- 
ent. Unless the several states adjust 
their rates to conform to the Federal 
rates, and thus impose a tax equal to 
eighty per cent of the tax imposed by 
the Federal Government, the states will 
lose the difference between the amount 
they assess and eighty per cent of the 
Federal levy, with no resultant saving 
to the taxpayer. In any event the 
taxpayer pays an amount at least equal 
to the amount of the tax assessed by the 
Federal Government; it is merely a 
question of distribution. It is imma- 
terial to the taxpayer; his contribution 
is not affected. 

Whatever may be the avowed pur- 
pose of this clause, and no matter how 
sincere its framers and advocates may 
be in claiming beneficial results to 
be brought about through interstate 
comity (and these claims have been 
justified to a certain extent at least), the 
fact remains that the states have been 
coerced or cajoled into altering exist- 
ing or enacting new laws to protect 
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themselves against, or to take advan- 
tage of, the eighty per cent credit clause. 

I am very much in favor of interstate 
comity and uniformity, within limits, 
in estate and inheritance tax laws, for 
I believe that many of our present 
troubles, annoying delays, multiple 
taxation, excessive combined rates, and 
the necessity for filing numerous com- 
plicated returns, will be very substan- 
tially reduced if not entirely eliminated 
by hearty co-operation between the 
states. I am convinced that uniformity 
in principle, uniformity in determining 
the situs for taxation of the various 
classes of intangible property and such 
matters, will be beneficial, but from 
such experience as I have had and such 
investigations as I have been able to 
make I am not convinced that uni- 
formity in rates is either desirable or 
feasible. The conditions prevailing in 
the several states are so diverse that if 
the same rate happened to fit exactly 
the situation in several widely sepa- 
rated states it would be nothing more 
or less than a remarkable coincidence. 

The Rhode Island law was amended 
to conform to the Federal rates in 
order to take advantage of the eighty 
per cent credit clause. It was nec- 
essary to increase the rates in the upper 
brackets approximately five hundred 
per cent and it was estimated that the 
revenue from this source would thus be 
increased approximately three times. 
This increase was not needed by the 
state, and would have thrown our 
whole revenue system out of adjust- 
ment by the imposition of an unneces- 
sarily high capital levy, but we took 
care of the anticipated increase by 
providing that all revenue received 
beyond that which our former rates 
(with very slight changes) would 
produce should be set aside for spe- 
cific purposes. I may say parentheti- 
cally that this estimated increase in 
revenue has not yet appeared. I do 
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not know whether this is due to the 
fact that the new rates have not been 
in operation for a sufficient length of 
time to demonstrate what they will do, 
whether our calculations were incor- 
rect, or whether our multimillionaires 
neglect or refuse to die in accordance 
with our experience tables. 

So far as Rhode Island was concerned 
the purely fiscal consideration involved 
was not serious. There is, however, 
what seems to me a very serious aspect 
to the situation. The Federal Govern- 
ment by the enactment of the eighty 
per cent credit clause is attempting to 
regulate local taxation. The provision 
was apparently very carefully thought 
out, and without going into details I 
think the provision is constitutional 
and enforceable. However that may 
be, the Federal Government, by means 
of this eighty per cent clause, in my 
opinion, employs an agency and inaug- 
urates a policy of intervention in mat- 
ters of purely local concern that should 
be opposed by every state in the Union 
as an encroachment unon, and an un- 
justifiable and impolitic interference 
with, local self-government. It seems 
perfectly apparent to me that this 
policy, if carried to its logical conclu- 
sion, would make state governments 
practically if not actually impotent 
to manage their own financial affairs 
in accordance with the desires of 
their citizens. 

The bad features of the estate and 
inheritance tax to which I have briefly 
called your attention—conflict of juris- 
diction, use for purposes other than 
raising revenue, and lack of interstate 
comity—are not peculiar to estate and 
inheritance taxes alone. These bad 
features will be encountered to a similar 
extent in practically all cases where 
the conditions are comparable, no 
matter what kind of a tax is involved. 
Whenever the Federal Government and 
the several states tax the same base, or 


there is an opportunity for two or more 
states to tax the same thing, there will 
be a tendency to abuses similar to 
those which now exist with respect to 
estate and inheritance taxation. 


Rocks AHEAD 


I fully appreciate the dangers of 
wandering into the domain of prophesy, 
particularly with respect to taxation, 
but nevertheless I anticipate that in 
the not very remote future a number of 
states will impose income taxes, as 
some already have; and I also antici- 
pate difficulties of a similar character 
and quite as serious as those we have 
experienced with estate and inheritance 
taxes. Double taxation with respect 
to all of the income, and multiple 
taxation with respect to certain classes 
of income, may easily result in a com- 
bined rate sufficiently high to bring 
about very serious sociological results, 
undesired by any of the several juris- 
dictions imposing the taxes. There 
is always this danger when two inde- 
pendent jurisdictions tax the same 
base, and of course the danger increases 
as the number of taxing jurisdictions 
and thechance for higher combined rates 
increases. In fact, it seems to me that 
the possibilities for bad results are con- 
siderably greater with respect to income 
taxation than they have proved in estate 
and inheritance taxation. We have, 
however, the great advantage of expe- 
rience, and we should certainly avail 
ourselves of it, and by so doing avoid 
as many of the pitfalls as possible. 

I venture to assume, notwithstand- 
ing the prominence which the discus- 
sion of a certain later amendment has 
attained, that many of you remember 
the agitation in favor of the 16th Amend- 
ment to our Federal Constitution, and 
what great stress was laid upon the 
advantages to be derived from a direct 
tax upon incomes. Income was the 
true measure of ability to pay, and 
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ability to pay the best basis upon 
which to levy a tax. Income was more 
widely distributed than property, and 
as the tax was a direct tax, it would fall 
upon and be felt by many who were 
heedless of the considerable amount of 
indirect taxes they were paying, and 
the result would be, of course, a general 
interest in the cost of government, and 
the general public would become aware 
of extravagance and would demand 
that it immediately cease. Paying 
a part of their incomes directly into the 
Federal treasury would stimulate all to 
give heed to public affairs, and much 
good would result from this widespread 
awakening of the citizens to their civic 
duties. 

Nearly thirty years in the public 
service has made me somewhat pessi- 
mistic with respect to constitutional 
amendments in general, and this 
amendment certainly fell very far short 
of the hopes and expectations of its 
advocates. Several quite important 
matters were overlooked, or at least un- 
heeded, and these matters are of par- 
ticular importance in a consideration 
of Federal and state sources of revenue. 


TenpDENcY Towarp Minority Tax 


It is well to bear in mind that those 
exercising the taxing power will not 
often directly tax themselves, and as 
the taxing power in this country rests 
ultimately in the people a tendency to 
tax a minority, provided of course that 
the minority has something to tax, is 
to be expected. The Federal income 
tax as first applied had a basic exemp- 
tion of $2000 and other specific 
exemptions, which resulted in a total 
exemption to such an amount that the 
number of taxpayers was by no means 
enormous. The rates in the upper 
brackets were high, and a determined 
effort was made to escape them. The 
difficulty of reaching all those whose 
incomes fell within the two lower 


brackets was very great, and many 
liable to the tax escaped. The basic 
exemption has now been raised so that 
the number of taxpayers has been still 
further very substantially reduced, 
and the advantage of a general civic 
awakening expected to result from the 
widespread application of a direct tax 
has not, so far as I am able to perceive, 
materialized. The high rates in the 
upper brackets certainly confirmed the 
opinions of those who were obliged to 
pay them as to the high cost of govern- 
ment, but I venture to say that they 
needed no such demonstration to 
convince them in this regard. 

Much taxable wealth is concen- 
trated in more or less restricted areas, 
and at times there is an apparent 
concentration when in reality the 
distribution is wide, as in the case of 
the main office of a great corporation 
located in a certain state and its stock 
held throughout the country. This 
class of taxable wealth is especially 
liable to heavy taxation, it is also ex- 
posed to the attacks of those of social- 
istic tendencies, and we find the net 
incomes of corporations taxed at a 
high rate. Great aggregations of 
taxable wealth and large incomes 
should of course pay their share, and 
their share is very large, but there is 
a marked tendency to overdo taxation 
in this regard. It is one of the most 
difficult undertakings to convince leg- 
islators that increasing the rates of 
taxation does not necessarily mean a 
corresponding increase in returns, and 
that a reduction in rates not only 
may be advantageous in reducing the 
pressure on taxable wealth and income 
but also may, and often does, increase 
the revenue. 


DANGERS OF MATHEMATICAL 
AVERAGES 


It may not be amiss at this point 
to call your attention to the danger 
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in employing mathematical averages 
in formulating tax laws and deter- 
mining the rates of taxation to be ap- 
plied. 

The Federal Government imposes a 
tax upon the net income of all corpora- 
tions within its jurisdiction, and, as 
one would naturally expect, the rate is 
comparatively high. This tax must 
be based on a generalization on a very 
wide scale, the generalization must be 
based on averages, and the theory of 
averages applies with more and more 
accuracy as the number of units upon 
which the average is based increases. 
It is also a fact not usually given 
consideration that the maximum and 
minimum variation tends to increase 
as the number of units employed 
increases. There are a number of 
such generalizations necessary in de- 
termining corporate net income, the 
allowances for depreciation and replace- 
ments, for example, so that while 
theoretically net income means the 
same thing for all corporations through- 
out the country, practically it is not 
the same thing at all; also the variation 
from the average is, for the maximum 
and minimum, great enough to impose 
a comparatively heavy burden on some 
and a correspondingly light burden on 
others. This difficulty is inherent in 
most if not all direct taxes imposed 
upon a heterogeneous base covering a 
wide geographical extent. The only 
remedy that I am aware of is a multi- 
plicity of exceptions to the general rule 
which would make administration very 
difficult if not impractical. Such a 
tax does not appeal to one as being 
exactly ideal. 


SHIFTING THE BURDEN OF 
TAXATION 


There is a marked tendency observ- 
able to transfer the cost of certain 
governmental activities from one 


jurisdiction to the one next higher up, 


from county to state, from state to the 
Federal Government, on the apparent 
assumption that the burden of taxation 
has in some manner been reduced or 
eliminated entirely in the process. In 
some instances the burden of taxation, 
while not reduced or eliminated, as 
that is obviously impossible, is very 
positively shifted onto somebody else. 
This shifting of the tax burden may or 
may not be, in a broad sense, advanta- 
geous. It is conceivable that under 
certain conditions it may be either very 
good or very bad. It is well to bear 
in mind, however, that those who do 
the shifting are not apt to take an 
altruistic view of the situation and very 
likely will be more interested in the 
immediate advantage to themselves 
than concerned with the general result. 
When this shifting is from the state to 
the Federal Government the Federal 
Government becomes in a sense a 
source of state revenue, and judging 
by the numerous schemes proposed it 
is apparent that the Federal Govern- 
ment is deemed to be not only a source 
of revenue but an inexhaustible one 
as well. 

This tends towards centralization, a 
tendency which needs no encourage- 
ment, as it is well known that govern- 
mental agencies are inclined to draw 
unto themseives more and more author- 
ity and powers if they can. Central- 
ization is further encouraged by the 
very simple device of Federal aid on 
what is commonly termed the fifty- 
fifty basis. If certain conditions are 
complied with the Federal Government 
will, within limits, furnish an amount 
of funds equal to that appropriated by 
the state. This may be an entirely 
proper and sound financial and govern- 
mental policy. It is equally true that 
it may not be. It depends upon the 
circumstances, two in particular—the 
source from which the funds are derived 
and the nature of the project aided. 
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Some states need aid, some want it 
and others neither need nor want it. 
The latter object to furnishing rev- 
enue to be expended on Federal aid 
projects on the so-called fifty-fifty 
basis, and also object to the Federal 
Government, through or under cover 
of the aid rendered, controlling to 
this extent the expenditure of state 
funds. 

It would be a decidedly discouraging 
circumstance if there were any desire 
on the part of the states to withhold 
Federal aid from any state which 
really required it. Certainly I know 
of nothing that would warrant any 
such conclusion, and I doubt very 
seriously that any substantial ob- 
jection would be raised to aid any 
project if the aid were necessary, or 
that any state would be captious about 
the general benefit conferred. 


Strate OBJECTIONS 


There are a number of states, how- 
ever, which object to the present 
method of rendering Federal aid. Some 
of the reasons advanced are as follows: 
(1) That the method is extravagant 
in itself and encourages states to 
extravagance; (2) that it requires 
the expenditure of certain state funds 
under Federal control and to this 
extent allows Federal jurisdiction over 
matters of purely local concern; (3) 
that it encourages the Federal Govern- 
ment to encroach on the constitutional 
rights of the states, and that under the 
guise of conferring a benefit the citizens 
are beguiled into complacency; (4) 
that due regard is not paid to the nature 
of the objects aided and that there is 
a growing tendency to disregard the 
criterion of general benefit or neces- 
sity; (5) and that expenditures of the 
public funds are made for local enter- 
prises to encourage Federal control. 
These reasons may not be entirely 
valid, but there is certainly a very de- 


cided feeling in some widely separated 
sections of the country that there is 
a real economic danger to be feared 
as well as an encroachment upon state 
governmental functions contrary to the 
spirit if not the letter of our Constitu- 
tion, if this policy is expanded, or even 
continued. 


In SUMMARY 


I have been able to treat only very 
briefiy a few of the elements involved 
in the broad subject, “Federal and 
State Sources of Revenue.” I have 
attempted to show: (1) That there is 
danger in the use by the Federal Govern- 
ment and the states of the same bases 
for taxation, because the sum of the 
rates is very likely to be higher than 
either jurisdiction would approve, and 
these combined rates may be suffi- 
ciently high to bring about economic 
and sociological results not intended 
nor desired by either; (2) that if the 
same bases are used by both jurisdic- 
tions there will be a tendency on the 
part of the Federal Government either 
to drive the states out of the field 
altogether or to control directly, or 
more probably indirectly as in the case 
of the estate tax, the states in the con- 
duct of their internal affairs relative to 
taxation; (3) that bases of taxation 
requiring appraisals which necessi- 
tate very accurate or extensive local 
knowledge should be avoided by the 
Federal Government and left to the 
states; (4) that there is some danger 
in attempting very broad generaliza- 
tions based on average conditions 
because of the wide variations from the 
average; (5) that the Federal Govern- 
ment should not be used as a source of 
revenue by the states; (6) and that 
it is at least somewhat difficult to tax 
the general public into an understand- 
ing of governmental fiscal affairs, or 
into a proper conception of their civic 
responsibility. 
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The Child Labor Question and the Federal Government 


By Owen R. Lovejoy 
Chairman, Executive Committee, National Child Labor Committee 


T is my understanding that this dis- 
cussion of the relation of the Fed- 

eral Government to the problem of child 
labor is not for the purpose of project- 
ing any specific propaganda at this 
time, but rather for the purpose of 
setting forth as a matter of record the 
issues involved. With this thought in 
view, let us see just where we stand 
today. 

What are the arguments in favor of 
Federal action? 

What forces have combined to bring 
us to the present position? 

What logically should be the next 
step in handling the problem of child 
labor? 


I. ArcumENTs For 


The advocates of the proposed 
amendment to the Constitution hold 
that child labor is a national problem; 
that a sovereign government should 
have the power to protect its own chil- 
dren; that our government does not at 
present possess any such power; that 
the amendment as passed by Congress 
and submitted to the state legislators 
is properly drawn for the purpose of 
conferring upon the government such 
power; and that from the standpoint of 
every consideration of national well- 
being, from the standpoint of the pro- 
tection of our country from dangers 
abroad and from disruption or disinte- 
gration at home, from the standpoint 
of the development of education, 
health, and other agencies of social 
service, from the standpoint of the de- 
velopment of our national resources, 
and from the entire range of our eco- 
nomic and industrial interests, it seems 


obvious that a government theoreti- 
cally based on the integrity and intelli- 
gence of its citizenship should have 
power to protect that citizenship in the 
development of those qualities. 

This is the position taken by the 
advocates of this constitutional amend- 
ment. This is what the amendment 
has meant and still means to them, and, 
while as a matter of expediency the 
National Child Labor Committee is not 
pressing for ratification of the amend- 
ment at the present time, we have 
never wavered in our belief that it is 
both the right and duty of the United 
States Government to co-operate with 
the governments of the various states 
in providing the maximum protection 
for the children within our borders. 
We have never doubted that the fear of 
those who contend that the principle 
of this amendment would abrogate the 
Constitutional Bill of Rights, would 
destroy the autonomy of our state 
governments, would imply the control 
of our educational system, or would 
give to Congress a power more exten- 
sive than that now possessed by every 
state, is utterly unfounded. 


II. Way 


It is the general opinion that the 
child labor constitutional amendment is 
dead. While this is technically not the 
case and we understand any state 
which has not ratified is still competent 
to do so, let us waive the point for the 
purposes of this discussion. Why is 
the amendment in its present position? 
I believe it conservative to state that 
ninety per cent of the legislators in the 
various states who voted against rati- 
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fication did so under an entire misap- 
prehension as to the meaning and pur- 

of the amendment. Possibly 
these legislators fairly reflected the 
opinions of their constituents, though a 
close following of the active campaign 
lodges grave doubts. 

Immediately upon the passage of this 
amendment by Congress, skillful op- 
position was organized and a cam- 
paign was conducted under shrewd 
legal leadership and backed by abun- 
dant resources, which reached to prac- 
tically every section of the country. 
Under the influence of this campaign, 
the public was given to understand that 
ratification of the amendment meant 
any or all of the following things: The 
nationalization of American children; 
the dissolution of the forty-eight com- 
monwealths; the breakdown of family 
discipline and the disorganization of 
the American home; the forbidding of 
every farmer’s boy under eighteen 
years to do any chores around the 
farm, or the farmer’s girl to do simple 
housework; the prevention of any 
wage-earning to prepare for college; the 
employment of hundreds of thousands 
of Federal bureaucrats spending hun- 
dreds of millions of the peoples’ money 
to place a government agent in every 
American home; and—last but not 
least—the dawn of Socialism, Anarchy, 
Bolshevism—the linking of the Ameri- 
can pei ple to the Soviet Government 
in Russia. 

If the majority of the American 
people believed that the amendment 
meant all or any of these things, they 
were justified in repudiating it with 
promptness and emphasis. The mi- 
nority who know anything about it 
may have been fairly divided, many 
believing that the Federal Government 
should co-operate with the states in 
efforts to protect American children 
from industrial hazards; others believ- 
ing that the states on their own initia- 


tive should cure these evils by the de- 
velopment of local state machinery and 
state laws. But this minority of in- 
telligent defenders and intelligent op- 
ponents had scarcely any influence in 
advancing or retarding this tidal wave. 

It may be supposed that the pro- 
moters and defenders of this amend- 
ment have become disheartened by the 
popular verdict. Not at all! Those 
of us who have experienced any dis- 
heartening have done so on entirely 
different grounds. Two years ago the 
public press was full of the discussion 
of child labor. Everybody who read 


was compelled to know something 


about the issue. Whether the infor- 
mation conveyed in the press was 
accurate or not, the subject was on the 
front page. The most outspoken op- 
ponents of the amendment assured the 
public on every possible occasion that, 
while they were opposed to conferring 
upon the Federal Government the 
power against which they protested, 
they were in favor of the eradication of 
the evils of child labor and wanted to 
secure for every American child a fair 
opportunity for health, growth and 
education. 


A SiLent PvuBLic 


Today the public press is silent. 
Public attention is turned in other 
directions. Debating societies, pulpits 
and lecture platforms are turning to 
other topics. The avowed devotion of 
opponents to this measure has thus far 
borne no fruit. Perhaps this was not 
to be expected two years ago, as those 
familiar with legislative procedure are 
aware that after time had been con- 
sumed in discussing the Federal propo- 
sition legislatures were impatient of 
spending any more time on any phase 
of the subject, and, therefore, ad- 
journed without any action relating to 
local conditions. But nearly two years 
have elapsed. We are now on the eve 
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of another big legislative year. So far 
as our observation goes, no voice has 
been raised among the avowed advo- 
cates of states’ rights and the cure of all 
evils by state procedure, either to 
protect all children up to fourteen years 
of age in their right to schooling, or to 
regulate the hours and conditions of 
labor of all children under sixteen, or 
to exclude youth under eighteen from 
extra hazardous and dangerous occupa- 
tions. 

We are happy to say that the Na- 
tional Association of Manufacturers, 
through a committee headed by Mr. 
Howard Cheney, is making a detailed 
statistical analysis of the extent and 
distribution of child employment as 
revealed by the census of 1920. This 
is a laudable undertaking and we have 
assured the Association of our most 
cordial co-operation in this phase of 
their enterprise. It should be noted, 
however, that the census of 1920 is 
already six years out of date, was in 
many respects inadequate and mis- 
leading when it was issued and was so 
announced by census officials them- 
selves, and that the public is in definite 
need of statistical information that 
shall be both accurate and up-to-date. 


A Serious INaccuracy 


Meantime, the disheartening phase 
to which we referred was most blithely 
expressed in a recent speech by the 
senior senatorial candidate in New 
York State, who explained his opposi- 
tion to the Federal amendment on the 
ground that all but three states already 
have child labor laws. Of course in 
this the Senator was inaccurate. He 
should have said that every state in the 
Union has a child labor law. Which 
would be equivalent to saying that 
every state in the Union has weather. 
The effect of this glib sentence is to lull 
the public to happy and contented 
slumber. If every state but three has 


a child labor law, certainly it is assumed 
that all the children in the country, 
except those unfortunate enough to 
live in the three states, are adequately 
protected; and quite as certainly the 
citizens of those three states will 
awaken in the near future and heal the 
sore so pointedly emphasized by the 
learned Senator. 

This is the sad fact which confronts 
the enemies of child labor today :—the 
fact that the public regards the prob- 
lem as solved, to be filed away like 
chattel slavery and cannibalism in the 
ancient archives. 


VARYING STATE STANDARDS 


In the face of this situation we are 
impelled to state briefly some of the 
facts as they exist today. First, as to 
standards. Second, as to numbers. 
Third, as to probable trend. To say 
that every state has a child labor law 
is one thing. To say that every state 
has a good child labor law, well admin- 
istered, is another. 

Seven of our states do not require 
children to attend school after they 
reach the age of fourteen years. There 
are nine states in which it is lawful to 
employ children at fourteen without 
evidence of ability to read. There are 
eighteen states that make no provision 
for determining whether a child is 
physically fit to be worked before he 
secures an employment certificate. 
There are twelve states in which chil- 
dren under sixteen years may legally 
be worked from nine to eleven hours a 
day. There are thirty-five states in 
which children at fourteen may law- 
fully be worked on scaffolding and 
around building construction. There 
are twenty-eight states where children 
of fourteen are permitted to work in 
places where explosives are handled or 
manufactured. There are twentiy-two 
states in which children of fourteen 
may legally run elevators, Thirty- 
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three of our states permit children of 
fourteen to be employed on railroads 
and seventeen states permit children of 
fourteen to: oil, wipe and clean ma- 
chinery in motion. These are but a few 
samples to indicate the present status. 

Weighed in the balance of human 
life, human safety, and American citi- 
zenship, every one of these specifica- 
tions against existing state standards is 
enough to justify arousing the people 
of the entire country to a militant 
protest against the cavalier dismissal 
of the whole subject by the brief state- 
ment that all but three states have 
child labor laws. 


NuMBER OF CHILDREN EMPLOYED 


Second—as to numbers. We have 
already stated that on its own author- 
ity the census of 1920 acknowledges 
that the figures are incomplete. They 
report only the children found at the 
specific time when the census was 
taken. They do not purport to report 
all children. Therefore, the figures I 
am about to give represent the mini- 
mum and not the total. 

According to the census report, there 
are over 76,000 children between ten 
and thirteen years of age at work. 
This does not include the special ob- 
jects of the avowed solicitude of the 
National Association of Manufacturers, 
namely, children on home farms. 
There sre more than 144,000 in the 
twenty; five states that fall below the 
standand of an eight-hour day, or permit 
night work for children under sixteen, 
and this also excludes all clerks in 
stores znd all children working on home 
farms. In addition to those included 
in the above number, there are over 
12,000 in the seventeen states which 
permit children of fourteen to oil, wipe 
and clean machinery in motion, and 
over 238,000 more in the thirty-six 
states which do not protect children of 
sixteen from this dangerous occupation. 


The total number of children in- 
volved in this failure of the states to 
protect their own is 553,106. Over 
half a million of our American children 
and youth constitute the human side of 
a problem which is popularly believed 
now to have been solved. 


INCREASING DEMAND FOR CHILD 
LABOR 


Third—as to trend. 

A third fact which must be kept in 
view is the probable increasing demand 
for the employment of children. Three 
forces work in this direction. 

First, restricted immigration. We 
believe the temper of the American 
people is in the direction of still further 
restriction. This will tend to eliminate 
from our labor market multitudes of 
foreigners coming from low-wage coun- 
tries and countries of low standards of 
living. Yet our American industries 
are geared to use this kind of labor. 
If the illiterate foreigner cannot be 
mobilized into the industrial army and 
if the high school educated American 
refuses to come under the yoke, where 
shal] our industries turn for their labor 
supply? 

The second force is the progressive 
simplification of industrial machinery. 
Mechanical processes, once compli- 
cated, are now by inventive genius 
being broken into simpler parts, and 
processes that formerly required the 
skill and supervision of a trained 
worker may now be performed by 
small hands which can be trained to 
the job within a few days or a few 
weeks. 

The third force comes from the field 
of education and we have already be- 
come familiar with the cry tha* -9 large 
a percentage of our population is dull, 
stupid, backward, or feebleminded that 
to expend money on their public 
education is a waste both of public 
funds and the individual's time. If 
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they cannot learn beyond the fourth 
grade, the fifth grade, or the sixth 
grade, why not turn them out of school 
and let them go to work? And this in 
face of the fact that three to five times 
as many children leave poor ungraded 
schools as leave well organized graded 
schools to go to work. Until we have 
made an honest attempt to build up our 
educational system to fit the needs of 
our children, it is rank hypocrisy to say 
that they cannot learn. One state 
reports that while one child in every 
thirty-five left the ungraded schools to 
enter illegal employment, only one in 
600 left the well graded schools for this 
purpose. 

This is a cheap and easy way of 
solving a knotty educational problem 
and by the same process of salving the 
public conscience. 

But it does not solve the problem, 
as every student of industrial history is 
aware. To turn an army of young 
children into industry, to fight bare- 
harided in a competitive battle which 
becomes fiercer every year, is not only 


_ inhuman in the extreme, but destined 


to destroy the very interests responsi- 
ble for it. Low paid, low grade labor, 
the operations of unskilled hands, the 
fatigue of long hours at exhaustive 
work, the denial of education to those 
who do not instantly respond to the 
fixed mechanism of its present day 
development—all those are but varying 
phases of a slow industrial suicide, 
still more tragic, of social suicide, as 
the future will most certainly attest. 


Sreps Towarp ErapicaTION 

Recognizing that this evil exists in 
the varying forms, and at least to the 
extent hereinbefore stated, what are 
the next steps? 

As for the National Child Labor 
Committee, which I have the honor to 
represent, we continued taking the next 
steps through the entire amendment 
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campaign, because for over twenty 
years it has been the fundamental! pur- 
pose of this Committee to co-operate 
with the citizens of every state in 
drafting their own laws and adminis- 
tration. When it became evident that 
the people of the country would not 
tolerate any co-operation from the 
Federal Government, we readily re- 
sponded that our interest was in the cure 
of the patient rather than in the kind of 
medicine to be prescribed. We, there- 
fore, welcomed with eagerness the 
pledges of individuals and organiza- 
tions to work immediately for the erad- 
ication of such evils as existed within 
the bounds of their own commonwealth 
and especially the proffered co-opera- 
tion of manufacturers’ associations to 
the same end. We have followed this 
policy, especially for the past eighteen 
months, with constant and active devo- 
tion and find, despite the general 
apathy which we have discussed, an 
encouraging number of enlightened cit- 
izens in every state ready and willing 
to assist in bringing their state up to 
standard. 

But, as I indicated in the beginning, 
the voice of business is significantly 
silent at the moment and we welcome 
the opportunity to hear from the rec- 
ognized spokesman of the most power- 
ful association of manufacturers in 
America a statement of their position. 
Because we know that if the Associa- 
tion of Manufacturers so determines, 
they can wipe industrial chill labor 
from our map in less than two years, 
we stand, as we have said, for the fol- 
lowing minimum standards: ‘ 


(1) The elimination of all child labor 
under fourteen years of age. 

(2) The limitation of hours for all 
children under sixteen to eight 
hours a day, six days a week, and 
no night work. 

(3) The prohibition of children under 
sixteen from dangerous occupations. 
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(4) The prohibition of children under 
eighteen from extra hazardous and 
dangerous occupations. All these 

* occupations to be carefully ana- 
lyzed and designated by properly 
constituted authorities in the va- 
rious states. 

(5) The prohibition of labor of children 
under sixteen, unless they have had 
the privilege of at least eight grades 
of elementary school or the equiv- 
alent thereof. 


We definitely ask whether or not any 
of the above specifications are extreme, 
radical, or unreasonable. If they are 
conservative and reasonable, we ask 
active and immediate co-operation in 
securing their realization in every state 
of our American commonwealth. 

But if the states—if even one of the 


states—persists in refusing or neglect- 
ing to provide adequate protection to 
the children within its borders, we hold 
that these children are also children of 
the United States and that the duty 
and the right devolve upon our whole 
people, expressing themselves through 
our sovereign government, to remove 
the constitutional limitation by which 
we are now debarred from affording this 
protection. For we hold that every 
child is no more a citizen of the state in 
which he lives than of the United States 
in which he lives, and that the citizens 
in all parts of our country have a 
definite stake in the well-being of all 
children, wholly regardless of the 
adventitious existence of state bound- 
aries. 
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Is Child Labor a Government or State Question? 


By James A. Emery 
Counsel, National Manufacturers’ Association 


GATHER that my distinguished 

friend, Mr. Lovejoy, “the friendly 
enemy,” who has discussed the con- 
crete proposals which he now somewhat 
vaguely describes as an academic issue 
on other platforms, is not entirely 
satisfied with the verdict of the popular 
jury to which such proposals were 
submitted.' The issue before us is a 
very large question. It is not only a 
great social problem, it involves funda- 
mental principles of government. It 
has been well said here that “the 
sovereignty should have the power to 
protect its citizens.”” We live under a 
dual form of government. The issue 
presented here is not whether the 
sovereign in Federal authority should 
possess that power, but whether it had 
better remain where it now is: in the 
sovereign authority of the respective 
states, the units through which we 
preserve self-government and under- 
take to meet the problems peculiar to 
locality. 

The so-called 20th Amendment— 
and I hardly venture to describe it by 
number, because others are liable to 
seize upon that number if various 
proposals under discussion are to reach 
the point of congressional submission 
to the people—is not an “academic” 
issue. It is a concrete question. For 
under our written Constitution we have 
provided for the submission of an 
amendment to the organic law, but we 
have written into the national Consti- 
tution no limitation as to the time 
within which that amendment shall be 
acted upon. The amendment in ques- 
tion, unlike the Prohibition Amend- 

1 See page 28. 


ment, contains no limitation as to the 
time within which it is to be considered, 
Those who proposed it rejected every 
amendment intended to limit the time 
within which the verdict should be 
rendered by the jury. Under the 
discussions of the Supreme Court of the 
United States, an amendment sub- 
mitted and otherwise unlimited, re- 
mains before the legislators as long as 
it may be termed a “contemporary” 
issue. For obviously time may lapse 
that would make an amendment 
proposed utterly without contempo- 
raneity. 

There have been over 3000 amend- 
ments proposed to the Federal Congress 
during our history and but five of these 
have been submitted to the states. 
None of this could be said to be the 
subject of conclusive rejection, in that 
by vote of the legislative bodies they 
had been disposed of beyond recon- 
sideration. Generally they lapsed into 
the limbo of desuetude. It is inter- 
esting and certainly significant that 
never before in the history of sub- 
mitted amendments has the answer by 
the states on the roll-call for ratifi- 
cation been so prompt and so over- 
whelming. I am not here to measure 
the value of that verdict. I cal your 
attention to the fact. Now perhaps 
the reason for the verdict is to be found 
in the character of the proposal. It is 
intimated that the facts obtainable 
from the most authoritative source of 
information to which we could turn for 
information upon the character and 
extent of child labor employmeiit— 
the Federal Census—are neither com- 
plete nor satisfactory. Such in for- 
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mation may lack detail, but I think we 
will perceive upon examination that it 
js adequate to meet the essentials of the 
jssue; that is, is child labor on the 
increase or the decline? Is it a serious 
fact in industry or not? Have the 
states been so negligent in dealing 
with the problem as to warrant an 
unprecedented grant of power to the 
Congress as the only remedy for the 
situation? Let us then examine the 
facts and principles involved, since this 
js not an academic question but a very 
concrete one. What is the answer of 
the popular jury to which the issues 
were submitted? Why was it so 
answered? That may throw a flood of 
light on the subject before us—“‘Child 
Labor and Congress.” 


REACTION GF THE STATES 


As the matter stands now, within a 
year thirty-six states have refused 
ratification; five have taken no action; 
two have had no session of the legisla- 
ture; four have ratified and one of these 
(Arkansas) has sought to reconsider 
the action. New Mexico approved the 
amendment in its assembly but ap- 
parently declined further action in the 
senate. Massachusetts preceded its 
legislative disapproval by condemna- 
tion through a popular advisory ref- 
erendum of its citizens. I refer to the 
action of Massachusetts because that 
state became a great popular forum. 
Certainly no constitutional question 
since the Civil War, and probably I 
ought not to subject my remark to 
that limitation, was more thoroughly 
discussed throughout the state than 
the so-called “Child Labor Amend- 
ment.” 

To say that the popular action was 
based on misapprehension or misrep- 
resentation of the proposal is to ignore 
the ample opportunity possessed and 
employed for the correction of any 
misstatement or any error of the 


critics of the amendment. Certainly 
the action of Massachusetts was not 
hasty, nor is it a commonwealth given 
to impetuous and hasty action. 
Neither the history nor habits of Mass- 
achusetts rank it among the immature 
or rash states of the Union. If, as has 
been suggested in criticism of the 
verdict of the Bay State, its electorate 
acted in “a panic of thought,” it is to 
be observed the panic was aided by 
such reckless thinkers as the distin- 
guished president of Harvard Univer- 
sity, the Catholic Archbishop and 
Cardinal of Boston, the Episcopal 
Bishop of Massachusetts, a great body 
of educators and social workers and an 
overwhelming majority of the bar and 
the bench. 

If, therefore, the jury was neither in 
a frame of mind nor by nature qualified 
to pass upon the problem, where else in 
the United States are you likely to’ 
secure a jury better qualified? 

The representative judgment ex- 
pressed by the legislatures of the coun- 
try cannot be said to reflect sectional 
group or class opinion. On the con- 
trary, more states have condemned the 
proposal in the North than in the 
South. It was equally unpopular in 
the West andthe East. Thedisapproval 
of the industrial states was as pro- 
nounced as that of the agricultural 
communities. 


Issues INVOLVED 


With the topic before us we may 
properly ask ourselves now, what were 
the issues which in so brief a period 
transformed an apparent social sym- 
pathy with a cause to antipathy for a 
proposal? The amendment is simple 
initslanguage. It declares that “Con- 
gress shall have the power to limit, - 
regulate and prohibit the labor of - 
persons under eighteen years of age.” 
The power of the states is to remain 
unimpaired save that “the operation 
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of state laws shall be suspended to the 
extent necessary to give effect tolegis- 
lation enacted by the Congress.” 

Now there never has been, never 
will be, in my opinion, the slightest 
disagreement among an overwhelming 
majority of American people as to the 
necessity of protecting children from 
injurious employment, and the securing 
to them of adequate educational op- 
portunity. The popular disapproval 
of the amendment arose from no lack of 
sympathy with its avowed purpose. I 
believe it represented a deliberate re- 
jection of what came to be clearly un- 
derstood as a revolutionary innovation 
in Federal authority, supported by as- 
sertions with respect to the nature and 
extent of child employment and ex- 
ploitation which were found to have 
slight justification in fact. 

We see some evidence of the latter 


‘ condition in the expressions of one of 


the most notable and ablest of the pro- 
ponents of the amendment. When the 
members of the Senate Committee on 
the Judiciary were hearing the argu- 
ment for the proposal, the Senator, 
from Montana, than whom there has 


Chief of the Children’s Bureau listed 
his state in the second class of com- 


legislation, and denied that there was 
any occasion to legislate against chil 
employment in the mines of Montana 
since there was no record of the em 
ployment of children there. We ha 
other instances, of course, where th 
legislation of particular states like that 
notably of Massachusetts, was de- 
scribed as utterly inadequate because 
it contained no provision within: its 
child labor legislation to prohibit the 
employment of children within mines, 
and yet so far as I have been inform 
by the latest researches on that sub 


ject, no mines have been found in 
Massachusetts. 

Now this proposed amendment 
sought to confer upon the Congress an 
exclusive and plenary right to control 
not merely the working life of children, 
but of every person within the United 
States under eighteen years of age. It 
proposed to confer the power to pro- 
hibit all such persons from earning a 
livelihood in any or all forms of em- 
ployment, or even to engage in any oc- 


-cupation in aid or support of or at the 


request or direction of their parents or 
guardians, at any time, or place, and 
not less at home or within their prem- 
ises than on their farms or within any 
establishment. 

BiThe power “to prohibit” includes 
not only the right to exclude from 
every form of employment, but that 
larger right to determine the condi- 
tions under which any person under 
eighteen years of age may be per- 
mitted to engage in any occupation. 
It, therefore, necessarily includes not 
only the power to say what hours such 
person may work and at what employ- 
ment, but the wages to be paid and the 
standards of educational training which 
must be met before any person under 
eighteen will be permitted to work at 
all. That is not Federal control of the 
school, if you please, but a grant of 


congressional power to determine those 


reliminary qualifications or standards 
without which no person subject to 


congressional control could earn his 
own living or contribute to that of 
those dependent upon him. . 


Nor is it work alone that is thus 


subjected to Federal rule. The au- 


thority of the regulatory body extends 


by necessary implication to the control. 
of leisure to such extent as would be 


ecessary to prevent the defeat by 


subterfuge of any policy which Con- 


might adopt, for, the growth of 
litical authority carries the right to 
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make it effective. It would obviously 
convey the right of taxation for the 
support of any under eighteen pro- 
hibited from labor, or parents, guard- 
jans or other persons dependent upon 
the aid of such prohibited, which would 


carry the right to create such boards or 


commissions, appoint such officials and 
levy such taxes as in the judgment of 
Congress were necessary to make its 
authority effective. Nor is it possible 
to conceive a Congress exercising the 
police authority over the subject 
matter committed to it except through 
bureaus or commissions or boards or 
throygh officials appointed for that 
purpose and exercising the same pow- 
ers that we are familiar with in the 
various boards or commissions through 
which Congress today enforces regu- 
lation throughout the states in matters 
of health or quarantine. The proposed 
amendment, therefore, conveys a power 
in terms and to an extent not now 
possessed with respect to the same 
subject matter by any state of the 
Union. 

One of the most common statements 
made with regard to it was that it was 


_ merely conferring upon the Congress a 


power which: the states at present 
possess. It confers far more than 
that, for the characteristic local control 
which the people of a state exercise 
over their own legislature would ob- 
viously disappear. A distant and 
irresponsible majority unfamiliar with 
local tradition and _ circumstances 
would write the household rule for 
family life they did not share. Each 
state would exchange the full authority 
which they now possess for a two- 
ninety-six control in the Senate and a 
small faction among the four hundred 
and * thirty-five members in the 
House in proportion to the number 
of representatives possessed by each 
state. 

The loss of protective legal restriction 


is no less clear. For what is proposed 
is a plenary grant to the Congress of a 
police power over the occupational life 
of all under eighteen free from the 
constitutional restrictions which sur- 
round its present exercise by the states. 
The power to prohibit women or 
minors from engaging in particular 
occupations has long been a recognized 
part of the police power of the state, 
but no lawyer of respectability will say 
that the states may arbitrarily exclude 
every person under eighteen from all 
forms of employment. For example, 
prohibit under penalty such persons 
from engaging in any agricultural or 
clerical pursuits. It is no answer to 
indignantly assert that Congress would 
never exercise such power, for in the 
light of experience with what Congress 
has done when it possessed the power 
to do it, it expresses a superabundance 
of confidence in voluntary political 
restraint. We cannot prophesy how 
such power will be employed, but a 
prudent community with a century 


and a half of experience with the. 


constant necessity for applying the 
restraints of a written constitution to 
public action is reluctant to grant to a 
central government, which could ad- 
minister its authority only through 
bureaus and bureaucrats, such un- 
precented control of intimate, private 
relations. 


No NEEpD For GOVERNMENT 
INTERFERENCE 


Finally, the facts present no over- 
whelming necessity which is the ulti- 
mate justification for innovation in 
constitutional government. On the 
contrary, they demonstrate that local 
government has neither neglected its 
child labor problem nor failed-in the 
development of sympathetic public 
opinion. On the contrary, the 1920 
Federal census pictures 1,500,000 more 


American children between ten and _ 
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fifteen years of age than ten years:be- 
fore, with 900,000 less children at work 
in any occupation than in 1910 and 
reaches the conclusion, there stated in 
its own language, that in recent years 
children have not been an important 
factor in the total labor situation in 
non-agricultural pursuits. The only 
place in the country showing an in- 
crease in child labor is the District of 
Columbia, under the exclusive control 
of Congress, to whose guardianship it is 
proposed to wholly submit the children 
of the entire United States. The child 
labor laws of the District of Columbia 
drafted by the Congress exempt from 
their operation the children employed 
by the Senate as pages. Without 
restriction as to night work, more 
children under fifteen are employed by 
Congress than many industrial com- 
munities with a population of one 
hundred thousand. 

Under state regulation, the number 
of employed children radically de- 
creased between 1910 and 1920. It 
declined from 18.4 per cent of children 
from ten to fifteen years of age in 1910 
to 8.5 per cent in 1920. This decrease 
is not effected wholly by state legisla- 
tion, however. By any means it is a 
rising standard of living that is prob- 
ably the most important factor. The 
proportion of children engaged in ag- 
ricultural pursuits declined from 13.2 
per cent in 1910 to 5.2 per cent in 
1920, while the children in non-agricul- 
tural pursuits declined from 7.5 per 
cent from all ten to fifteen years to 3.3 
per cent in 1920. The rate of progress 
in Mississippi showed a decline of 
children’s employment from 53 per 
cent to 29.5 per cent in 1920, while in 
Massachusetts the decline is from 9.6 
per cent in 1910 to 8.6 per cent in 1920. 

The South with all its terrific prob- 
lems to face in connection with its 
children within the limits of its re- 
sources appears to have faced them in 


most instances with generosity and 
courage under state control. 

The record of what has been accom- 
plished in the states in the regulation of 
children’s employment leads us to the 
consideration of the more difficult 


‘problem of this country. Eighty-nine 


per cent of ten- to fifteen-year-old 
children were registered for school in 
1920. There were 8.5 per cent said to 
be at work and 2.5 per cent were un- 
specified. I pause there for the mo- 
ment, because it is an easy matter in a 
discussion of this kind to misinterpret 
a phrase; thus the term, “gainfully 
employed,” which is the census term 
upon which all our statistics are predi- 
cated would naturally cause you to 
believe that it represented children 
“employed for pay” or who were 
steadily at work, but that is not the 
fact. It is a census term which in- 
cludes all who work even for their 
parents or guardians or after school 
hours or during vacations. It is only 
necessary for a youngster to have 
regular work for half an hour a day to 
be “gainfully occupied” within the 
meaning of the census. It is 
with that meaning attached to the 
term that you must interpret the 
information provided by Federal 
statistics. 

But to return to the school condition. 
The proportion of fourteen- and fifteen- 
year-old children attending school 
throughout the period of 1910 to 1920 
has increased more than 5 per cent and 
these are obviously the ages most 
affected. The trend of this growth 
was uniform in all the states, only 
the District of Columbia and five 
states showing any decline in 1920 over 
1910, but the Southern group of states 
made the most distinct progress. From 
later figures in the Department of 
Education, it seems likely the increased 
school attendance in the last five years 
may have equaled that of the preceding 
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ten. I have no figures available, but 
the tendency of the curves of statistics 
suggest that over 92 per cent of the 
children ten to fifteen years old may 
now be in school; figures in regard to 
high school children show a very rapid 
rate of increase in numbers there, 
averaging 1 per cent per year for the 
past four years, and a total of 8 per 
cent for the last nine years. Here 
again a glance at the figures will show 
a striking contrast in figures. Cali- 
fornia provides high school oppor- 
tunities for 30 per cent of the total 
enrollment in public schools; North 
Carolina 5 per cent; and Connecticut, a 
median state, a little more than 13 
per cent. 

If the object then of Federal control 
is the removal from manufacture, it is 
easy to be seen that great progress has 
been made all over the country. Even 
in textiles, which employs more children 
than any other mechanical industry, 
employment has declined from 10 per 
cent in 1910 to 5.8 per cent in 1920— 
a considerable percentage below the 
ratio in agricultural pursuits. Since 
about 1920 the mechanical and manu- 
facturing industries have employed less 
than one half of one per cent of the 
total children between the ages of ten 
and fifteen years. It is practically 
true that they have ceased to be a fac- 
tor in the labor problem. Industry as 
a whole has found that it does not want 
the labor of fourteen-year-old children 
when less than one half of one per cent 
of the children in 1920 were found 
within its ranks by the census. This 
lesson has been learned under state con- 
trol of the problem. Toa considerable 
extent, it was accomplished without 
legislation and under the influence of 
natural economic and social influences. 
A further lesson to be learned is the 
extent to which social and racial ques- 
tions within the states have affected 
its progress, as well as the wide varia- 


tion of economic and occupational 
conditions. 

I want to assure all of you who are 
interested in this important subject 
that manufacturers as fathers and as 
citizens are just as keenly interested in 
the children of the United States as any 
other class in the community, whether 
they look at the problem through the 
spectacles of their own paternal relation 
or view it with the sympathetic aspect 
of a citizen looking at the future of his 
own country. What the relation of 
the educational system is to this prob- 
lem—and that is the most difficult and 
delicate of all relations—I am not quali- 
fied from special study to say. But 
this must be sure, as Mr. Lovejoy has 
said, it is for the states to improve 
their educational system, for that is a 
great local problem. 

The citizen of Massachusetts is not 
the best judge of how Georgia shall 
train her children, nor is Georgia the 
best authority upon the system of 
public education best suited to Massa- 
chusetts. It has been a tradition 
that the children must, in_ the first 
place, through the family, develop the 
underlying personal qualities upon 
which the future of ourrace and country 
rests. Character is a product of the 
fireside. Each community is the best 
judge through co-operation with the 
parent as to what educational system 
is best. That cannot be done through 
a Federal control of education, which 
has been rejected again and again as 
a national proposal. It can be done 
with the co-operation of the Federal 
Government, and within its own do- 
main the Federal Government has 
a large control over this problem 
today. 

The public opinion that has refused 
to grant congressional control of the 
employment of American youth is rest- 
ing its judgment on the fact that there 
is no justification for the demand, and 


| 
id q 
of 
1e 
in 
0 
a 
q 
y 
m 
i- 
n 
2 
ir 
y 
e — 
Oo al 
e 
e { 
e 
il | 4 
1. 
\- 
0 
d 
e 
: 
ii 


= 
40 Tue ANNALS OF THE AMERICAN ACADEMY 


that the national legislatureis not fitted 
for the task of meeting a local problem 
in terms of local conditions, nor should 
it be permitted to lessen the local re- 
sponsibility of the citizen for the great- 
est of his social duties. 


In CoNCLUSION 


Let me in conclusion say, lest I be 
easily misunderstood, that I am not 
arguing over again the issue so con- 
stantly described in the political litera- 
tureof the past asthat of “‘staterights.” 
“State rights,”’ in the sense that term 
was originally used, perished in the 
Civil War. In the sense in which we 
employ it today, the great common- 
wealths constituting the American 
union are the fundamental units of 
self-government and there can be no 
good national government unless there 
is good local government. It is in that 
sense, if I use the phrase at all, I would 
talk about “state rights’; rather, 
would I talk about the thing in which I 
believe we all join, and that is state 
“duties.” 

The duty of local government to 
protect its citizens in all activities is the 
first of its great police obligations. 
Upon it devolves through its educa- 
tional system the primary duty, next to 
that of the parent, of providing for the 
development of the intelligence of its 


citizens. That is primarily a great 
question of local responsibility. Now 
we have been developing the larger 
phase of this great question. We have 
unhappily much evidence of a tendency 
on the part of local government or local 
citizens to fly to Washington very much 
like a frightened child to its mother. 
For the ancient phrase with which we 
are familiar in the private affairs in life, 
“let George do it,”” by which we mean, 
let the interested public citizen do all 
the work, and let us enjoy the benefits 
of it, we have been substituting in 
many communities the cry “ Let Wash- 
ington do it.”” Yet, when Washington 
has undertaken to meet many of the 
problems, surely those who have 
watched its operations cannot be im- 
pressed with the fact that it discharges 
police duties more successfully than 
the states. 

Local government is not only the 
primary school of all good popular 
government, but local responsibility 
for the cure of local conditions is the 
great obligation that must be thrust 
upon the citizen, if he is to learn in the 
hard school of experience the great fact 
that reform at home and within his 
own community,—the betterment of 
immediate conditions—is the greatest 
contribution that any people can make 
to better government in the nation. 
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State Versus Federal Regulation of the Labor 
of Children 


By Howe. CHENEY 
Cheney Brothers, South Manchester, Conn. 


NDER state regulation the num- 
ber of employed children radi- 
cally decreased between the years 1910 
and 1920. It declined from 18.4 per 
cent of children ten to fifteen years of 
age in 1910 to 8} per cent in 1920 
(Chart I). This decrease was in- 
fluenced by state legislation but was by 
no means entirely due to it. A rising 
standard of living was a most important 
factor. The proportion of the ten-to 
fifteen-year old children in agricultural 
pursuits, which were affected but little 
by legislation, declined from 13.2 per 
cent in 1910 to 5.2 per cent in 1920; 
while the children in non-agricultural 
pursuits, against whom legislation was 
mainly directed, declined from 7.1 per 
cent of all ten-to fifteen-year old chil- 
dren in 1910 to 3.3 per cent in 1920 
(Chart I). 

Though the positive points attained 
were not as low in the South, where 
there was little legislation, the rate of 
progress was far more rapid than in the 
North. For instance, in Mississippi 
the proportion of ten-to fifteen-year 
old children employed declined from 
53.4 per cent in 1910 to 25.5 per cent in 
1920 (Chart II); while in Massachu- 
setts, which represents the median 
state, the decline was from 9.6 per cent 
in 1910 to 8.6 per cent in 1920. The 
District of Columbia under Federal 
control was the only jurisdiction in 
the country in which the ratio of em- 
ployed children was greater in 1920 
than in 1910, by even a small amount. 
The South has had terrific problems to 
face in connection with its children, but 
within the limit of its resources appears 


to have faced them in many instances 
both generously and courageously under 
state control (Chart II). 

If the object of Federal regulation is 
the ‘removal of children from the me- 
chanical and manufacturing industries, 
it is easily demonstrable both that great 
progress has been made in all sections 
of the country, and particularly in such 
industrial states as Pennsylvania, Ohio, 
Illinois, Michigan and New York. 
Even in the textile industry, which 
employs more children than any other 
mechanical industry, the ratio of ten- 
to fifteen-year olds to total operatives 
had declined from 10 per cent in 1910 
to 5.8 per cent in 1920 (Charts I and 
III), or below the ratio in agriculture. 
Since by 1920 the mechanical and 
manufacturing industries employed less 
than 1} per cent (Chart III) of the 
total children ten to fifteen years of 
age, it is practically true that they had 
ceased to be a factor in the labor prob- 
lem of industry. Industry as a whole 
had found conclusively that it could 
prosper without the labor of children 
under fourteen years of age, when less 
than one-half of one per cent of the 
children under fourteen years of age 
were found in 1920 by the census 
enumerations within its ranks. This 
lesson had been learned under state 
control. To a very considerable but 
immeasurable degree, as has been 
shown, it was accomplished under the 
influence of natural economic and 
social laws. 

The further lesson to be learned from 
a statistical study of this development 
by states is the extent to which the 
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social and race questions within the 
states have affected its progress, as well 
as the wide variation in economic and 
occupational conditions. 


Diversity or Pros_em 


The record of what has been accom- 
plished under state control in the 
eliminating of children from employ- 
ment leads us to a consideration of a 
more difficult problem which has grown 
out of this social and economic develop- 
ment. 

Eighty-nine per cent of the ten-to 
fifteen-year old children were registered 
as in school in the year 1920 (Chart 
IV), 84 per cent were at work, and 2} 
per cent were unspecified. The pro- 
portion of fourteen- and fifteen-year 
old pupils attending school (Chart V) 
had increased 5 per cent in 1920 over 
1910. These ages were obviously the 
ages most affected. The trend of this 
growth was remarkably uniform in all 
of the states, only the District of 
Columbia and five states showing any 
decline in 1920 over 1910. But the 
Southern group of states made the most 
distinct progress (Chart V). From 
later figures from the Department of 
Education it seems likely that the in- 
creased school attendance in the past 
five years may have nearly equalled 
that in the preceding ten years. The 
tendency of the chart curves would 
suggest that over 92 per cent of the 
children ten to fifteen years of age may 
now be in school. Figures in regard to 
high schools (Chart VI) show the very 
rapid growth in numbers here, averag- 
ing 1 per cent a year for the last four 
years, and a total of 8 per cent for the 
last nine years. Here again a glance at 
the chart shows the striking variation 
between the different states in their 
provision for the older children. 
California provided high school op- 
portunities for 30.2 per cent of the total 
enrollment of pupils in public school, 


North Carolina for 5.1 per cent, and 
Connecticut, the median state, for 
13.8 per cent. 

The character and size of the in- 
creased burdens which have been 
placed upon the body politic by the 
elimination of the children from occu- 
pations and their addition to the school 
system illustrates how absolutely in- 
terdependent are these two problems. 
Just as in any one family what was 
yesterday a problem of education 
becomes tomorrow a problem of em- 
ployment, or vice versa; so in a com- 
munity or a state the question of 
increased education becomes immedi- 
ately a question of increased resources 
in wealth, in teachers, in buildings, and 
in educational material. 

There were in 1924 in our schools 
6,475,000 more children than there were 
in 1910, and at least 2,710,000 more 
than were in 1920. At the same rate of 
increase another 1,354,000 have been 
added in the last two years, making 
over 4,000,000 since 1920. The in- 
fluences which have either retained 
them there or kept them out of em- 
ployment are by no means simple. 
The most potent are perhaps the rising 
standards of living and of social values. 
Legal regulation has contributed. Un- 
der legal regulation the deficient and 
defective are not eliminated when they 
reach the working age. At the other 
end of the scale, there has been an 
immense extension of high school 
courses and an immense increase in the 
high school registration. Finally, all 
through the eight years of elementary 
course and four years of high school 
course, the curriculum has been ex- 
tended and enriched. Communities 
have been lavish sometimes to the 
extreme in their appropriations for 
new school buildings. There is a 
slowly increasing public recognition of 
the necessity of better teachers and 
better paid teachers. But each one of 
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these influences (it is sometimes diffi- 
cult to separate them in their effects) 
has a definite bearing upon the tax 
budget and the available resources. 
It is practically impossible therefore to 
approach the subject of the regulation 
of the labor of children without consid- 
ering its effect upon the alternatives in 
opportunities which it offers, and their 
bearing upon the ability of the state 
to assume the increased burdens. 


Per Capita Cost 


The cost of public education per 
capita of total population has advanced 
in the United States from $2.84 in 1900 
to $4.64 in 1910, $9.80 in 1920 and 
$16.25 in 1924. Even allowing for the 
decreased purchasing power of the dol- 
lar and using index number 160 as an 
equalizing factor, the 1924 figures show 
an increase of three and one-half times 
over the 1910 standard (Chart VII). 
Here again there are the widest differ- 
ences by states. California is now pay- 
ing $31.75 per capita of population for 
educational purposes, and Arkansas 
$5.15. The Southern states as a rule 
are of course far less able to support 
this educational advancement than are 
the Northern, Western and the East- 
ern states. 

There are many surprises in this list. 
Connecticut, for instance, which we 
think of as a wealthy state, is only on 
the median line. Rhode Island, New 
Hampshire, Maine and Vermont are 
considerably below the median line; 
while such agricultural states as Cali- 
fornia, Nevada, Wyoming, North and 
South Dakota, head the list; and two 
states, Idaho and Montana, are spend- 
ing less in 1924 per capita than they 
spent in 1920, though Idaho of all the 
states made the most rapid advance 
in 1920 over 1910. 

The striking differences between the 
states is even more broadly illustrated 
when we endeavor to compare the 


proportion of per capita wealth which is 
devoted to education in each state 
relative to what it considered its other 
necessities. We find, for instance, 
that in 1924 the positive per capita 
expenditure for education in Nevada 
was second in the list with an expendi- 
ture of $27.28 per capita of population 
(Chart VII). Out of every thousand 
dollars, however, of relative per capita 
wealth or total resources in 1922 
(Chart VIII), Nevada spends but 
$3.09 for education against a maximum 
of $7.70 in Oklahoma. North Caro- 
lina is the median state, expending for 
education $4.89 out of every thousand 
dollars of relative per capita wealth. 
This table does not by any means show 
the variation between the two means 
that the former table of positive per 
capita expenditures for education did, 
and indicates that there is much more 
definite correlation between the cost 
of education and the relative per capita 
resources or total wealth of the com- 
munity than there is between the cost 
of education and the direct per capita 
expenditures for education. This, of 
course, is only a demonstration that the 
existence of resources does not so 
definitely determine the amount which 
a state can spend on its educational 
system as does the actual distribution 
of its budget between its total demands 
(Chart VII). Tested by either method, 
however, the Southern states have afar 
more difficult burden to carry than 
have the Northern and Western states. 

Chart VITI illustrates an endeavor to 
find the correlation between the es- 
timated wealth per capita of each state, 
and the state’s erpenditures per capita 
of total population for education, and 
the state’s expenditures for education 
per capita of population of school age, 
five to seventeen years of age inclusive. 
The latter seems to furnish the highest 
degree of correlation of any of the three 
factors; but a glance at this chart, how- 
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ever, will show in a most graphic way 
the difficulty of the individual states 
to adapt themselves to any common 
measure in the distribution of their 
resources. The average per capita 
wealth of the United States is $2,918.00. 
The average expenditure per capita for 
education is $14.47, and the average 
expenditures per capita of population 
five to seventeen years of age is $55.22. 
Here again the Northwestern and 
agricultural states show that they are 
most easily carrying the burden, and 
that the Southern states have an in- 
finitely more difficult problem to face 
and must do so with the realization 
that the opportunities open to children 
will differ very materially as between 
states. It might be argued that the 
logical cure for this situation is to treat 
the country as one unit and to dis- 
tribute its entire resources without 
regard to present taxing units or legal 
jurisdictions. This, of course, would 
simply mean wiping out our state 
theories, traditions, community con- 
trols of education, and ideals of self- 
government. 


Strate ACHIEVEMENTS 


As against this we find the history of 
numerical achievement of the last ten 
years by no means discouraging, and 
that the states have in their own ways 
and within their own resources made 
tremendous strides. Let us, for in- 
stance, take the condition of illiteracy 
of the ,uvenile population ten to fifteen 
years of age (Chart IX). In Louisiana 
244 per cent of the children ten to 
fifteen years of age were illiterate in 
1910; 14.1 per cent in 1920. In all of 
the Southern states, to which the 
problem of illiterates among children 
of school age is largely confined, pro- 
gress has been equally encouraging. 
This chart further illustrates how this is 
a problem of the negro and what is 
known as the “poor white” population, 


and that it is confined practically to 
the Southern states. In only fourteen 
states of the Union is the percentage of 
illiterates to total number of children 
ten to fifteen years of age in excess of 2 
per cent in 1920, and in the whole 
Southern group the average has been 
cut down from just under 10 per cent 
in 1910 to 5.7 per cent in 1920 (Chart 
IX). 

The high school attendance in the 
Southern states, while the rate of in- 
crease is not as high as in the North, 
shows a decided tendency towards im- 
provement, greater perhaps in view of 
the resources available than in the 
North (Chart VI). The increases in 
the proportion of population in school 
attendance fourteen to fifteen years of 
age (Chart V) also shows a greater 
degree of improvement in the Southern 
than in the Northern states. The 
length of the school term as fixed by 
legal enactment and also the days that 
the schools are in session compare quite 
favorably in the Southern states with 
those in the Northern states. Here 
again, considering the resources that 
are available, the results are measur- 
ably better (Chart VIII). 

As a New England man, therefore, I 
am obliged to confess that I find the 
Southern states, measured by their 
resources available, have met their 
educational responsibilities rather more 
generously than have the Northern and 
Eastern states. They have done this 
under state control. 

So far as progress is measured by 
mere numbers under some form of 
education, or by dollars spent, or by 
the ratio of expenditures to population, 
or by the days and hours under instruc- 
tion, the evidences of advancement are 
at hand. They show at least on the 
numerical basis no lack of state pride or 
determination in shouldering the rap- 
idly increasing educational responsibili- 
ties, which have been committed to 
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them as guardians of the labor of chil- 
dren, and as instructors of their minds 
and bodies. No Federal] direction or 
even supervision could have gone as far 
in trying to adapt local resources to a 
great onward sweep. 


From THE ScHooLt ANGLE 


When we endeavor to measure the 
results of these reforms we get an even 
more pronounced picture of the dif- 
ficulties involved; of the inseparable 
relationship between the labor and the 
education of juniors. In trying to 
escape from one horn of a dilemma we 
have impaled large numbers of chil- 
dren upon another horn. [If it is true 
that large numbers of children were 
protected from the exploitation of in- 
dustry, it is more than true that many 
were exposed to the suffocation of 
education under a system which was 
either far beyond their abilities, or in- 
capable of adapting itself to the size of 
the task imposed upon it. 

Chart X illustrates the mortality 
which the public school system suffers 
in its efforts to carry its load along at a 
normal rate. To make this clear, the 
United States Bureau of Education has 
ascertained the per cent of pupils sur- 
viving to each grade out of a total of 
over 7,800,000 pupils who started in 
the two classes of 1911 and 1913. 
Out of the class of 1911 but 8.8 per cent 
survived to high school graduation, 
which is perhaps not surprising. The 
class of 1913 did better with a survival 
of 11.7 percent. The surprising thing, 
however, is that but 63 per cent were 
promoted at the end of the first year. 
From there the losses were continuous, 
but gradually increased until they were 
more rapidly accelerated in the fifth to 
seventh grades, or until release from 
school came. By the end of the 
fifth grade nearly half of them, or 46.7 
per cent, had fallen behind, and by the 
end of the seventh grade only three- 


eighths were in the normal line of 
promotion. 

Chart XI gives the same picture from 
another angle. It illustrates the dis- 
tribution of pupils by grades by ages— 
the great loss through a poor start in 
the first year; the more gradual falling 
behind until the acceleration is in- 
creased by reaching the limits of mental 
ability towards the fourth and fifth 
grades. Chart XII helps even more 
definitely to realize the extent of this 
loss in wasted years, and to analyze it 
into the proportion that are retarded 
for from one to five years. It is quite 
clear that in the average, approximately 
30 per cent of the children leaving from 
the fifth, sixth and seventh grades have 
lost one or more years, and out of this 
30 per cent approximately 58 per cent 
have lost or wasted one year, 28 per 
cent two years, 10 per cent three years, 
and 4 per cent four or more years, be- 
fore a release from the accumulating 
failure in school comes to them. The 
average loss of time for the whole group 
of elementary pupils up to the end of 
the sixth grade was over one and a half 
years. 

For that smaller portion of the group 
who went to work as soon as the law 
permits it may reasonably be shown 
that by and large throughout the coun- 
try they have wasted at least two years 
of their lives as far as making mental 
progress goes. For two years they 
have been dulled in failure at tasks 
they were either incapable of perform- 
ing, or that the school was incapable of 
presenting to them. In other words, 
this means that as regards a very large 
group of pupils state regulation of labor 
had gone far in advance either of the 
mental ability of the pupils most con- 
cerned, or of the available resources in 
money, teachers and ideals to meet the 
situation. Could it by any possibility 
be argued that if under Federal control 
the regulations had been advanced, the 
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suffocation and retardation and wasted 
years would have been less? The plea 
for Federal control found justification 
in the minds of its proponents only in 
advanced standards. If they admitted 
that the standards were as high as avail- 
able resources, both financial and ideal, 
permitted, they had lost their case be- 
fore the argument was begun. 
In ConcLUSION 


I would refer you to the investigations 
of two professional educators, both of 
them women: Dr. Helen T. Wooley of 
Cincinnati, whose investigations were 
inspired in part by the National Child 
Labor Committee, and Dr. Anna Y. 
Reed, Professor of Personnel Adminis- 
tration of New York University, whose 
work has been supported through the 
Junior Personnel Service. These women 
have devoted themselves to the problem 
of finding out why educational achieve- 
ments have not kept pace with the 
army of nearly eight million pupils who 
have been added as new pupils to our 
educational ranks during the last six- 
teen years. Their conclusions, of 
which Mrs. Reeds’ are not yet pub- 
lished, are practically in agreement as 
to the following: 


(1) That mental ability is the major 
factor both in retardation in school and in 
elimination from school. 

(2) That economic pressure or poverty 
was of far less importance, either in remov- 
ing children from school or in forcing them 
into employment. 

(3) That among the children who were 
retarded, those who left school to go to 
work have advanced rather more rapidly 
mentally and physically than those who 
had stayed in school. 

(4) That industry was not in itself a 
cause for delinquency, or of either mental or 
physical degeneration. Moral delinquency 
they traced much more definitely to home 
and school environments and to the habits 


of failure and discontent incident to being 
forced to continue tasks at school which 
they were incapable of mastering. 

(5) That there was slight, if any, correla- 
tion between school grade attained and 
wages earned; that the “collar and cuff” 
and clerical jobs did not pay as much ag 
manual work; that the slogan, “‘Education 
Pays,” was a myth except where increased 
education was related to ascending grades 
of mental ability. 


Mrs. Woolley still believes that ul- 
timately the schools may be able to 
meet the task imposed upon them, but 
both women recognize that education 
is not a commodity which can be trans- 
ferred to millions of children under fiat 
of law without respect to their mental 
ability and without respect to the re- 
sources available for the undertaking. 
Nothing has done so much to clear 
away some of the fogs and sentiments 
which have hung about the child labor 
and educational problem as have the 
researches of these two individuals. 
Both finally come to the conclusion 
that advanced education cannot be a 
question of mass education. It must 
be a question of individual capacities 
and abilities. Both investigations also 
clearly show the intimate interdepend- 
ence of the principles of exclusion from 
labor and ultimate education. The 
principle of Federal control purposes to 
divorce these complimentary opportun- 
ities for children. It proposes to give to 
the Federal control the power to impose 
by fiat of law the definition of the op- 
portunity to labor. It proposes to 
leave to the individual state the solu- 
tion of the problems arising out of this 
fiat. The undertaking is bound to fail 
quite as much in the state of California 
as in that of Mississippi, and the results 
would be quite as unfortunate to 
Massachusetts as they would to Ala- 
bama. 
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WONDER if one newspaper reader 

in ten realizes that we are w'tness- 
ing not one, but two issues of public 
control bearing down the road of self- 
government in opposite directions: 
Federal prohibition enforcement and 
state child labor enforcement. Con- 
trary to all the laws of processions, the 
wetter the issue the more dust it kicks 
up. The working children of the 
country are almost lost to sight in the 
rumpus; they might seem to be on a 
bypath, but if we look closer they are 
on the main highway. 

In prohibition we are testing out 
the enforcibility of a scheme of 
Federal control in the touchiest and 
most exasperating area of govern- 
mental interference—the habits of 
adults. We adopted it in the high 
names of health and morals. 

In protective labor legislation, we 
are testing out the sufficiency of a 
scheme of state control with respect to 
| the most precious of our potential 
national assets—the conservation of 
children. And we have remanded it to 
, the states in the high namesof freedom 
and self-government. 

Incidentally, we so remanded it 
not on its merits, but as a back-kick 
against prohibition. 

Now everybody can get off a wise 
crack about prohibition enforcement; 
the thing is dramatized with rum- 
running and the gun play of high 


| binders, and police dogs guarding 


precarious cellars in respectable neigh- 
borhoods. It is personalized, and 
tens of thousands of agitated citizens 
have rediscovered their love of liberty 


The State’s Responsibility Toward Child Labor 
Legislation 


By Pavut U. 
Editor of The Survey 


in the pit of their stomachs. But 
child labor is more remote from the 
sources and stages and springs of 
public concern. 

If what happens to a wage-earning 
boy or girl were as near to us as what 
happens to our drinks; if the courts 
were clogged with suits for damages 
for wasted childhood, and stinted 


talents, and life-long handicaps as _ 


they are with liquor cases; if the head- 
lines over the shooting-up of the or- 
ganizer of a bootleg gang by his rivals 
were matched by those over the ne- 
glect of a state that lets fifty minors— 
boys and girls—be killed in its indus- 
tries in a single year, then we might be 
as keenly aroused over this question 
of state enforcement where children 
are concerned as we are over the 
question of Federal enforcement where 
whiskey and beer are concerned. 

Child labor and the Federal Govern- 
ment was the issue before the country 
two years ago when the 20th Amend- 
ment was up in most of the state legis- 
latures, and was turned down, or 
passed over by all but four of them. 
That question will come back if the 
states fail to act. The child labor 
issue will not be settled until it is settled 
in an enduring way. But the question 
as it stands before the country now, 
with forty-four legislatures convening 
this winter, is not ratification of the 
Federal amendment, but what further 
the states are going to do themselves 
with respect to child labor within their 
own borders. 

One of the tests of whether a state 
comes within what is called the regis- 


| 
| 
4 
‘ 
4 
| 
7 
| 
| 
> | 
| 
7 
| F 
| 


60 Tue ANNALS OF THE AMERICAN ACADEMY | 


tration area, in the matter of the vital 
statistics that would put us on a par 
with other progressive nations, is 
whether or not it keeps accurate tally 
of the babies born to its citizens. 
If it takes the trouble to register 
ninety per cent of their births it is 
included. The states which fall below 
this standard are: 

Alabama, Arkansas, Colorado, Georgia, 
Idaho, Louisiana, Missouri, Nevada, New 
Mexico, Oklahoma, South Carolina, South 
Dakota, Tennessee, and Texas. 

Accurate birth registration is more 
than a matter of statistics. It is a 
prerequisite of any state child labor 
law that has any teeth in it. Its 


_ absence undermines the enforcement 


of an age standard. It leaves a hole 
big enough for bus-loads of under-age 
children to be driven through the 
provisions of a law by ignorant parents 
or grasping employers. On the other 
hand, it makes it difficult for the over- 
age child to get “‘working papers,” 
and if he is injured he may not be able 
to prove his age in those states where 
illegally employed children have no 
claim for compensation. 


SHORTCOMINGS IN COMPENSATION 
Laws 


Let me take up this matter of com- 
pensation, because it lies outside the 
provisions of most child labor laws, 
and so is a fairly independent index of 
how far serious local concern for pro- 
tecting children (on which we must 
lean if we rely on state action for 
regulating the employment of minors) 
has gone not only in many of the so- 
called backward states, but in states 
midway in the roll of child conserva- 
tion. 

And if I point out something of the 
shortcomings of our compensation 
laws, it is not because I am not ar- 
dently a believer in the constructive 
statesmanship that conceived them, 


the sincere, difficult and largely wy. spec 
appreciated service that often gow from 
into their execution, as at the handsq)_jessn 
the present Pennsylvania Compenss| to be 
tion Commission. law 1 

The French, who seem to be able) —T! 
combine national action with a mea.’ sylvi 
sure of liberty that has associate, yani 
them with that word in the idealisn| us SO 
of the Western World, have a lay) meat 
that, when a workman is permanently) one | 
disabled, the amount of compensatim| TI 
shall be based on the number @/ that 
years he is likely to live according | Te 
the insurance tables. An old ma’ 
would thus receive a comparatively 
small award, and a minor would! Fe 
receive a much larger award becauy 
he has normally to suffer loss from his) Fi 
mutilation over many more year 
than an old man. But our America 
compensation laws have not adopted; Ei 
this reasonable principle to date| 
No mere money can ever compensate, 

It 
a boy or girl for the loss of an arm,a .. , 
a leg, oraneye. Yet under our cases 
pensation laws they recover sums jured. 
based on their juvenile wage rates, forme 
Such awards are very slight. They ™ 
do not stimulate employers, who are an 
virtually all insured against this cost, ment. 
to adopt the strictest safety measures, such: 
If you kill a man’s cow, or smash his ™* 
Ford, its probable longevity will make woe 
the killing and the smashing come intoe 
higher. But not if you kill or maim bara 
his boy. Comp 

Moreover, twelve states throw the slvin 
lever the other way round. They) gor. 
exclude from compensation minom acom 
who are illegally employed. These order 
states are: 


Delaware, Illinois, lowa, Louisiana, 
nesota, Nebraska, Oklahoma, Pennsylva-; 


nia, Rhode Island, South Dakota, Vermont, on 
and West Virginia. | the a 
emple 


What is the use of enacting MEM | Jeast 
sures protecting child workers, if you) 
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specifically free violators of those laws 
from paying the penalty of their care- 
lessness of life and limb when it comes 
to boys and girls they have broken the 
law to employ?! 

The Consumers’ League of Penn- 
sylvania, with the aid of the Pennsy!- 
yania Department of Labor, has given 
ys some facts as to what this situation 
means in one great industrial state in 
one year. 

The year studied was 1923. 
that year 

Ten working children under four- 

teen “years of age were injured at 
their work. 

Four less than sixteen years of age 

were killed at their work. 

Fifty-one sixteen and seventeen 

years of age were killed at their 
work. 

Eighty-one of that age were per- 

manently disabled at their work. 


In 


'It should be pointed out that damage suits 
can be brought in some of these cases, that is, 
cases where children illegally employed are in- 
jured. Ordinarily in Pennsylvania, I am in- 
formed, the employer when a self-insurer, or the 
insurance company carrying the employer's 
insurance will enter into a compensation agree- 
ment regardless of the question of illegal employ- 


, ment. One of the inducements for entering into 


such an agreement lies in the fact that such cases 
make excellent material] for damage suits and it 
has been held by the Pennsylvania courts that a 
compensation agreement, executed and carried 
into effect by the payment of compensation, will 
bar a suit for damages until set aside by the 
Compensation Board. The occasional cases that 
have come before the Compensation Board in- 
volving illegal] employment are all based upon 
efforts made by a claimant who has entered into 
a compensation agreement to have it set aside in 
order that the way may be clear for an action for 
damages. The Compensation Board has been 
averse to setting the agreements aside. The 
returns from compensation, though limited, are 


\ reasonably certain while those from an accident 


suit are highly speculative. Chairman T. Henry 
Walnut of the Pennsylvania Commission favors 


| the amendment of the law to cover illegally 


you 


employed children and to include a penalty at 
least in those cases where the employment was 
knowingly entered into contrary to law. 
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One hundred and fifty-two of that 
age suffered amputations be- 
cause of accidents in their work. 

Read the stories they have brought 

together of the suffering, the blighted 
hopes, the broken lives, the struggles 
and frustration of these boys and girls. 

But there is another side to this 

shield. It is possible not only to 
prohibit the employment of young 
children, but to prohibit the employ- 
ment of minors in dangerous pursuits. 
And it is possible to hold to book the 
ruthless employer, who gets the busi- 
ness edge on his competitors by cut- 
ting under the protective laws to get 
cheaper help. In New Jersey and 
New York he must pay double com- 
pensation to minors injured while 
illegally employed. In Wisconsin he 
has to pay double to minors injured 
while at work in lawful employments 
but without the required permit. 
And in Wisconsin he must pay treble 
for minors injured in prohibited 
employments. The Wisconsin expe- 
rience, and coupled with it the more 
recent New York experience, shows 
that this is a most effective stimulus 
to the obedience of child labor laws. 
These facts about the progressive 
states (and not a little of my other 
data) I got from Mrs. Florence Kelley 
of the National Consumers’ League, 
our most indefatigable champion of 
child labor legislation; and so I sup- 
pose that it was Moscow gold at 
Trenton and Albany and Madison 
that is bringing relief—if not restitu- 
tion—to working boys and girls in 
those states who have had tendons 
torn in the day’s work, or hands cut 
to a stump at the wrist; has brought 
safety to countless others. And in 
spite of the raucous opposition of 
some manufacturers and some manu- 
facturers’ associations, there has been 
many a forward looking employer who 
has thrown his weight, along with the 
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labor unions and the social workers, 
and with citizens generally, behind 
such laws as those in Wisconsin and 
New Jersey and New York, behind 
the general child labor laws on the 
statute books of most of our states, 
behind the two Congressional acts 
which sought to set a national stan- 
dard. Granted the conscientious 
principles of not a few, I suspect that 
some of the loudest opponents of the 
Federal amendment are equally op- 
posed to state interference with hiring 
and firing, old or young. And yet 
there must have been, must be, some 
reasonable principle informing all these 
statutes which has appealed to so wide 
and varied a constituency of Ameri- 
cans, employers among them. 


Opposition TO GOVERNMENT ACTION 


In the days when the first state laws 
were proposed, they were denounced 
as the entering wedge of a full-fledged 
socialism, just as two years ago the 
Amendment was damned from end to 
end of Massachusetts in paid ad- 
vertisements as the camel’s nose under 
the tent that would let in nationaliza- 
tion of children. As Americans, we 
delight in bogies; and when it comes 
to shivers up our spines, Hallowe’en 
rather than the Fourth of July is our 
natal day. If one were to judge by 
some of the present exponents of 
extreme individualism, of modern 
liberty, of warmed over states’ rights 
and a rehashed laissez-faire, the pen- 
dulum has swung so far that we must 
throw out all social control through 
government action as a petty and 
fruitless attempt to settle things by 
passing laws, and consign it to the limbo 
of exploded theory. Just as, in the old 
days, your extreme socialist denounced 
such laws as palliatives, delaying the 
day of reckoning. 

From one dogmatic extreme to the 
other the scarecrow has about-faced 


and blithers in the wind again, Jj | be® 
has changed its coat, but it has the } his! 
same old pants, and no legs in them, | * © 
I refuse to see that it gets anywhere | #% 
Rather, there has been something whet 
which appeals essentially to oy, | hea! 
American common sense, and cop. | t@ 
structive spirit, in the principle under. had 
lying our protective labor legislation | Pt 
of the last quarter century, of which « 
our child labor laws are representative, | “HU! 
In a special sense our stout belief | ‘hat 
in opportunity for all vests in ou | ©, 
hopes for children. We want them | “#® 
to have the chance we associate with bott 
the new world. We want our ow state 
child to have this chance. We want " hibit 
everybody’s child to have this chanee, | buile 
And working our way slowly, out ofa 


commonwealth of farmers and settlers | “¥¢! 
into an industrial nation, we were con- and 


fronted with the necessity of seeing to 
it that our children get that American , ht 
chance under the changed conditions. 
On the one hand, we woke up to the} ™& 
waste, the misery, the suffering of 
children who had gone into mills and 
factories, we woke up to the realization 
that this was something outside our | 
ken in village and countryside, and it | ment 
stirred our wrath and concern. On| 
the other hand, we have not taken | 
kindly as a nation to schemes of} * ™ 
government ownership. Our jealousy | 
of the American opportunity entered | tweet 
in again. Socialism has been regarded indus 
as an imported theory. At all events| "° ™' 
the general run of people refused to’ 
choose between it as an immediate or 
desirable political goal and letting the "°” 
human wastage in industry go for 
ward,—as some of its extreme oppo . 
nents, some of its extreme advocates, the 7 
have argued they must choose. 
We were confronted with somewhat guard 
the same problem in the sanitary childr 
housekeeping of our cities. A man’s gry 
house was his castle. He owned his |” 


land, according to the old idea, from 


So 
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Ip | heaven to hell. But when he built on 
his land a house for several families, 
a congregate dwelling in one of our 

} reat and growing urban centers, 
bres | al the health of one affected the 
health of all, then the law stepped in. 
It didn’t step in without a fight, and it 


a had to be new law, based on a new 
lation } principle. Witness the uproar over 
which . the first tenement house law—the 
ative churchly landlords and legal big-wigs 


it, Butthelaw won. In the growing 
cities of our industrial epoch we set a 
Below that level the 
| state stepped in to regulate, to pro- 
+ hibit. Above that level a home 

| builder had all the liberty in the 
’| world. Below that level were cellar 
dwellings, and unsanitary privies, 
and dark airshafts, and windowless 
roms. The level had to do with 
light, fresh air, and water—things 
we had had freely in small commu- 
nities. 


rican 


Sertinc a Bortrom FLoor IN 
INDUSTRY 
ration 


e our| 5° if more slowly, came the move- 
und it) Ment to set a bottom floor for the new 
| corporate American industry. Above 

en | that level, liberty: freedom to bargain 

es of | 8 men pleased, opportunity to ex- 
Jousy | periment in striking the balance be- 
tered | Ween efficiency and democracy in 
arded | industry ; above that level opportunity 
vents | Work out an industrial order con- 
ed to) nant with our ideals as a people. 
The process is still on. But here and 
now by our industrial minimum 
standards we have subordinated not a 
few hoary abuses and new evils. We 
have condemned the 12-hour day and 
the 7-day week; we have outlawed un- 
(guarded machinery, night labor for 
women, the premature employment of 
; children. We have set a bottom floor 
for American industry—and if an in- 
dustry cannot operate above it we have 
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a shrewd guess there is something the 
matter with the industry. 

It is this principle of the minimum 
which will help win the support of all 
conditions of Americans in the fights 
still before us to prevent further hu- 
man waste in industry. It can be 
relied on as a force in constructive 
public opinion in the efforts to secure 
state action in the field of child labor 
legislation. 

I would do nothing to stay such 
action. I would do everything to 
energize it. The welfare of hundreds 
of thousands of children waits upon 
it, and the National Child Labor Com- 
mittee is putting its expert service at 
the disposal of the states. 

But I believe one of the most fruit- 
ful methods of energizing state action 
is to keep the Federal amendment 
alive as a possibility. And my pro- 
found conviction is that if the states 
do not act it will become more than a 
possibility; it will become a national 
issue again which will not be so easily 
downed a second time. 

And I would point out that this 
principle of the industrial minimum is 
clarifying with respect to the con- 
troversy between Federal and state 
regulation. The Federal amendment 
is an enabling act. It would give 
Congress power which the courts 
denied Congress, but which the states 
themselves hold. Under such an 
amendment the states would still 
hold that power above whatever mini- 
mum level Congress might set for the 
country as a whole. And there are 
edged questions as to how long the 
conscience of the country shall have 
to wait for backward states to fall into 
line where so much of human treasure 
is at stake; how many commonwealths, 
new to industry, must learn what the 
older industrial states have learned to 
the cost of their youth. There is no 
factory so obscure that the children 
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it exploits do not become citizens of 
the United States. The business 
interests which get national tariffs, 
and national transportation systems, 
and national banking laws, cannot 
count indefinitely on popular palsy 
when it comes to something close to 
the people’s hearts—once the people 
come to see what they can do about 
it. They cannot count on people 
failing to make distinctions between 
floor levels, and to see that we can 
readily ban our industrial sub-cellars 
and give free play to initiative above 
them—whether that distinction be 
written in a state law for manufactur- 
ing establishments within its borders, 
or whether that distinction be written 
broadly in a Federal act, setting a 
national minimum and giving the states 
free play in their law making and in- 
dustrial practice above and beyond it. 

When fourteen states seem to care 
so little for their children that they 
fail to register one out of ten of them; 
when six states, two of them (Missouri 
and North Carolina) with great man- 
ufacturing industries, have no com- 
pensation laws at all, so that maiming 
a child at work is cheaper than break- 
ing a machine or spoiling a hank of 
raw material; when most states with 
compensation laws base their awards 
on wages, so that the younger the 


worker injured the less the employer 
has to pay; when at least seventeep 
states are so indifferent to industria] 
injuries to minors that they do not 
record them separately; and whep 
twelve states, Pennsylvania among 
them, exclude from compensation alj 
children illegally employed, thereby 
putting a premium on the outlaw em. 
ployment of under-aged boys and girls | 
—then it would seem that those who | 
believe that state laws are sufficient | 
to safeguard the oncoming generation | 
of Americans have a heavy burden of 
proof to show that the states are alive 
to those children’s interests. They 
will have to bestir themselves in secur. ' 
ing state laws and state enforcements, | 
adequate and country-wide, if. they 
hope to keep down permanently the | 
issue of national minimum standards 
protecting every growing boy and gi 
in America. 

And those others who oppose a 
a course, not from conviction, but 
from a shortsighted selfish interest | 
may not always have the prohibition | 
issue to throw dust in the argument; 
nor Bolshevism as a bug-bear; nor be 
able to fool all the farmers all the time 
with the clap-trap that a Federal act 
will keep their sons from doing chores | 
and their daughters from washing the 
dishes. 
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att The Defeat of the Twentieth Amendment 

© not 

when By Tuomas F. CapwWALADER 
among Chairman, Sentinels of the Republic 
ion all 
1ereby HE proposed Twentieth Amend- accepting gifts or honors from foreign 
Ww em- ment to the Constitution of the governments, likewise failed of adop- 


d girls | United States, passed by more than 
who | two-thirds of the House of Repre- 
ficient | sentatives and of the Senate and sub- 


ration | mitted to the states on June 2, 1924, 
den of | js practically conceded to have been 
> alive | defeated. Thirty-six of the state legis- 


They ' Jatures have definitely rejected or 
secur. ' refused to ratify the amendment; four 
nents, | only have ratified. In one state, New 
they Mexico, ratification was accomplished 
ly the | in the House, but no action has been 
taken in the Senate. Five state legis- 
id girl latures have adjourned without taking 
' any action at all, and two, Maryland 
» such | and Alabama, have had no session of 
» but | their legislatures since the submission 
terest; of the amendment. At least twenty 
bition | states have certified to the State 
ment;/ Department at Washington the fact 
ior be| that they have considered and rejected 
>time’ the amendment. Thirty-six ratifica- 
al act tions are necessary for its adoption. 
It is apparent that they cannot be 
gthe| secured within any reasonable time, 
and as the Supreme Court has held that 
ratification must occur within a period 
that can be called contemporaneous 
with the proposal of the amendment 
| by Congress, it is safe to say that this 
‘ proposed amendment is dead. 
This is the fifth amendment actually 
proposed by Congress that has failed 
_ of ratification. Two of the original 
twelve, submitted by the first Congress, 
failed of adoption by lack of one or 
two states, leaving the other ten to 
constitute what is commonly called 
the “Federal Bill of Rights.” An- 
other amendment proposed about 1812 
to deprive of citizenship all persons 


tion by a very narrow margin. The 
so-called Corwin Amendment, proposed 
in 1861, immediately prior to Lincoln’s 
inauguration, in order to forestall 
secession by making the domestic 
institutions of the states inviolable, 
was abandoned and forgotten during 
the four years of Civil War. Thus, for 
sixty-four years no amendment pro- 
posed by Congress had failed of 
adoption and, with one exception, no 
such amendment had failed for one 
hundred and thirteen years. It might 
be added that no amendment enlarging 
the powers of the Federal Government 
at the expense of the states had ever 
failed to be carried through before. 


Active Opposition 


It is true that the proposed Twen- 
tieth Amendment was a far more 
direct and vital invasion of the reserved 
powers of the state governments than 
any that had gone before. It is also 
true that it was the first amendment 
proposed by Congress that would have 
vested in the Federal Government 
an unlimited power over any class of 
the population. For these reasons, it 
was vigorously opposed by many public 
spirited citizens in all walks of life, and 
although such organizations as the 
National Association of Manufacturers, 
the National Grange, the American 
Farm Bureau Federation, and others, 
took an active part against it, they 
only did a small part of the work that 
private citizens, constitutional leagues 
and other purely patriotic and dis- 
interested bodies undertook. Among 
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others, the Sentinels of the Republic, 
an organization formed for purely 
public purposes and supported entirely 
by voluntary contributions, took a 
leading part. In the State of Massa- 
chusetts, whose legislature in 1924 had, 
by a large majority, petitioned Con- 
‘gress to enact such an amendment, a 
popular advisory referendum was held 
in November, 1924, upon the question 
of ratification. About a million votes 
were cast after a very thorough public 
discussion and the result was in favor 
of rejection by three to one. The 
legislatures of four of the New England 
states were very nearly unanimous 
against the proposal. The Sentinels 
of the Republic had a large share in 
presenting the arguments to the people 
of New England, both through the 
press and on the platform. Nor did 
they confine their activities to New 
England. Ata largely attended public 
meeting in Philadelphia in December, 
1924, they carried the campaign against 
such an extension of the Federal power 
into a state which had, ever since the 
Civil War, supported the doctrine of 
centralization. At this time Pennsyl- 
vania was almost as emphatic as New 
England and the South in rejecting 
the proposed grant. 

Among the arguments used in the 
course of this campaign appeared from 
time to time the statement that the 
amendment would authorize the na- 
tionalization of children, and its ad- 
vocates were accused of seeking to 
introduce the principles of bolshevism. 
The opponents of the amendment 
were roundly denounced for making 
this accusation. Many responsible 
persons, however, were not afraid to 
repeat it. They took the position, 
not that the majority of the amend- 
ment advocates were communists at 
heart, but that they were misled into 
supporting a measure whose legal 
effect would be the introduction into 


the American Constitution of a dig. 
tinctly communist principle. The prin. 
ciple that the child is a ward of the 
state, and that it is legal for the state 
to supersede the parents and direct 
the child, up to the age of eighteen, 
whether he shall work at all, at any 
occupation, and thus control his live 
lihood, irrespective of considerations 
of public health, safety and morals, 
is one that has hitherto been excluded 
from American soil. The power to be 
conferred by the amendment of pro- 
hibiting any and all labor up to eighteen 
might never be used to its full extent, 
but the mere granting of such power 
would radically alter the relation of the 
citizen to the government. If the 
existence of such arbitrary authority 
over the very lives of young people 
should once be conceded, what sanctity 
could be claimed for the personal 
liberties or the property of any class 


of the population? The Supreme Court | 


has well said: “The theory of our 


governments, state and national, is — 


opposed to the deposit of unlimited 
power anywhere.”! This amendment 


by its terms would vest in Congress | 


unlimited power to enforce a state of ° 


idleness upon all or any part of the 
population that had not reached the 
age of eighteen. By necessary impli- 


cation, of course, Congress could go | 


further and provide for the support 
and maintenance of the idle youth, 
and possibly could regulate their 
education and their recreation by way 
of enforcing a total prohibition of 
productive labor, whether such labor 
be at home, on the farm, in the factory 
or elsewhere. 

There is no question, of course, as to 
the authority of the several states to 
regulate the conditions of the employ- 
ment of minors, and even of women, 
with regard to their effect on the health, 
morals and safety of the population. 


1 (Loan Asso. v. Topeka, 20 Wall. 663.) 
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The prohibition of work in factories and 
elsewhere of immature children and the 
requirement that they shall attend 
schoo! for a reasonable time, are rec- 
ognized portions of the police power 
reserved by the states. All such legis- 
lation has to bear the test of the rule of 
reason implied in the guaranty of life, 
liberty and property against arbitrary 
action by either the states or the Fed- 
eral Government. But the express 
terms of this amendment authorize the 
prohibition of all work without any 
regard to the rule of reason, and, 
consequently, without the possibility of 
a review in the courts and the striking 
down of any unreasonable invasion of 
the most sacred right of any free man, 
that is to say, his right to work for his 
livelihood or for the support of those 
near and deartohim. If the Constitu- 
tion of the United States should no 
longer guarantee this right, it is hard to 
see how its guaranties of the rights of 
property and contract could for long 
be sustained against the legislative 
power. 


A Ipou 


This, which was probably the most 
fundamental ground of objection to 
the proposed amendment, was doubt- 
less only partly appreciated by the 
bulk of the amendment’s opponents. 
The objection to increasing the powers 
of the Federal bureaucracy and the 
further stripping of the state and local 
governments of their proper respon- 
sibilities, formed, perhaps, the more 
obvious and indeed all sufficient reasons 
for the rejection of the measure. This 
indicates a profound change in the 
attitude of the public. A very few 
years ago the response of the average 
man to any criticism of local adminis- 
tration of the law was to apply to the 
Federal Government to take charge. 
Federal efficiency was everywhere con- 
trasted in the public mind with state 


and local inefficiency. The Federal 
courts in criminal cases convicted a far 
larger proportion of criminals tried 
before them than did most state courts. 
In civil cases their judgments were 
looked up to with higher respect. The 
administrative officers of the govern- 
ment seemed in general unapproach- 
able, efficient and, one might say, 
relentless in performing their duties. 
Now, this impression has largely 
vanished. Not only the great object 
lesson of the failure on the part of the 
Federal Government to enforce the 
prohibition law, even to a reasonable 
extent, in the great centers of popula- 
tion, but their extraordinary inability 
for long periods of time to check smug- 
gling, and to enforce the restraints on 
immigration, the break-down of the 
policy of curbing trusts and monopolies, 
the frequent exhibitions of inefficiency 
in such long established and peculiarly 
proper Federal functions as the Post 
Office, the Navy, the Army, the public 
lands, and last, but not least, in the 
administration of the income tax with 
its aggravating burden of “red tape” 
and delays—all these experiences have 
produced in the average citizen a re- 
vulsion of feeling. No longer does he 
think that Washington is the center 
of efficient government. He sees the 
Federal courts congested with petty 
cases and the wheels of justice refusing 
to revolve. He sees settlement of his 
personal affairs delayed for years, 
while the intimate details of his busi- 
ness are bandied to and fro between the 
desks of officialdom. He sees the boot- 
legger thrive and partakes liberally 
of his products. He reads that even 
foreigners coming to our shores are 
subjected, without apparent reason, to 
nameless indignities at Ellis Island. 
On the other hand, he knows that he 
has not the same trouble with the 
authorities in his own city and state. 


Justice is administered far better in 
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some states than in others, but in few 
is it subject to the delays and techni- 
calities that hamper litigation in the 
Federal courts. His liberties are but 
slightly interfered with by his home 
government, and if the settlement of an 
estate entails complications, he finds 
the officials not only accessible, but 
willing to take those reasonable short 
cuts that the Federal bureaucracy 
never takes, except occasionally for 
sinister reasons, but without which 
neither public nor private business can 


ever get ahead. 


DANGERS OF CENTRALIZATION 


The American public in short is 
waking up to the fact that a centralized 
bureaucracy is an inefficient form of 
government. It was not the injustice 
or cruelty of the government of the 
Czars that produced the Russian 
Revolution. It was its frightful in- 
efficiency in the face of grave emer- 
gency. The theoretical advantages of 
popular government would never have 
enabled the liberal forces which brought 
about the fall of the autocracy to 
accomplish their purpose if the people 
and the army had not been entirely 
alienated by a government that was 
sending its troops into battle without 
rifles, guns or ammunition. In the 
smaller European nations, centralized 
bureaucracy, in order to survive, is 
compelled to attach itself to despotic 
power, as in Italy and Spain. Russia, 
after its first brief experiment, has been 
compelled to revert to this Asiatic 
type of government. Democracy and 
bureaucracy are fundamentally in- 
compatible, because bureaucracy can- 
not by its nature respond to popular 
needs and democracy is incapable of 
controlling its operations. 

The truth seems to be that modern 
civilization is so infinitely complex that 
its regulation from above is beyond the 
controlling power of any group or or- 


_ ganization of men. A dictator, it jg 


true, may impose his will on a nation 
for a certain length of time and steer 
it in a certain direction. The error of 
his course may be all the greater be. 
cause it is not apparent to contempo- 
rary critics. Peter the Great some two 
or three hundred years ago created the 
Russian Empire and for a long time his 
handiwork might be pointed to as proof | 
of his statesmanship. But the greatest | 
contribution of Russia to wor'd history 
is probably the demonstration of the 
danger that exists in creating such 
massive governmental structures whose | 
inevitable fall brings about the most | 
irreparable ruin. 
It is hard to say whether the framers 
of the American Constitution or any 
of them were conscious of the ultimate 
dangers inherent in the concentration, 
of power. As individuals they were 
chiefly concerned with the preservation 
of the individual liberties of themselves 
and their children. They formed a 
government decentralized for peace,' 
but holding concentrated power for war. 
The forces of concentration have ap- 
peared at times immensely strong and 
it has seemed that our whole system 
was gravitating towards imperialism 
as by an invincible attraction. It has 
seemed to some that the rejection of 
the proposed Twentieth Amendment 
was a case of halting on the brink of the 
precipice. But there have been other 
occasions when the same halt has been 
made. The Fourteenth Amendment 
was no doubt intended by its promoters 
to produce a complete concentration of 
legislative power in Congress. They 
found it necessary, however, in order 
to accomplish this, to load it down with 
purely political clauses that appealed 


at that time to the dominant majority. ” 


They carried it with the help of these 
clauses in spite of its ulterior ‘purpose 
which was largely concealed from the 
people. The Supreme Court in con- 
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struing it later by a five to four 
decision, adopted the probable views of 
the people whose representatives rati- 
fed the Amendment instead of the 
secret hopes of its draftsmen and 
promoters.’ So construed it became 
a mere prohibition against the states 
from denying the individual liberties 
that their governments had been 
created to protect, and it has operated 
to vest no important powers in Con- 
gress other than those which that body 
had always enjoyed. 


OpposiTIonN 


At the present time the tendency 
towards centralization has not been 


> sesisted merely by a five to four 


decision by the Supreme Court, al- 
though in the first child labor case* 
a five to four decision did prevent the 
extension of bureaucratic power over 
this subject, through a perversion of 
the commerce clause. But the funda- 
mental issue, whether to vest plenary 
power in Congress over the intimate 
domestic relations of the people, has 
been answered in the negative by an 
amazjng popular majority, not con- 
fined to, any state or section of the 
Union. While it is true that in 
Massachusetts alone the question was 
directly submitted to the voters, yet 
every legislature that rejected the 
Amendment, with one or possibly 
two exceptions, was elected after its 
proposal and when the matter was 
being debated by the public. The 


*Slaughter House cases, 16 Wall., 36. 
* Hammer v. Degenhardt, 247 U. S. 251. 


legislative majorities in favor of rejec- 
tion were in almost all cases enormous, 
showing a tremendous weight cf popu- 
lar opposition to the project. It is a 
striking commentary on the aloofness 
of Washington from the currents of 
popular feeling that this repudiation 
of their work came as a complete 
surprise to the Congress which had by 
a large majority in spite of vehement 
protests submitted the proposal. It 
must be taken to indicate that the 
scheme of local self-government upon 
which the Constitution is based is one 
that at heart still appeals to the people 
of all of the United States. Even one 
of the four ratifying states—Arkansas, 
which ratified before the election of a 
new legislature—after further con- 
sideration, sought to recall its act, 
and if the result had then been in 
doubt, would probably have proceeded 
to test its disputed right to do so. 

The contest between federalism and 
imperialism, or local self-government 
and centralization, will, of course, con- 
tinue. But it is refreshing to believers 
in the principles of Anglo-Saxon liberal- 
ism to find that after one hundred and 
thirty-six years of experience, the peo- 
ple of the United States of America 
are still unwilling to adopt a scheme 
essentially foreign to all their ante- 
cedents. Like the English barons 
who, when pressed at the field of Merton 
to adopt the law of Rome in place of 
their own, clashed their shields and 
shouted, “Nolumus leges Angliae mu- 
tare,” the legislatures of the sovereign 
states of the Union have in the year 
1926 given the same reply. 
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What the National Child Labor Committee Is Doing 
at the Present Time 


By Witey H. Swirr 
Acting General Secretary, National Child Labor Committee 


HAVE been requested to tell some- 

thing of what the National Child 
Labor Committee is doing at the pres- 
ent time and this I gladly do. The 
fact that I shall not discuss child labor 
and the Federal Government should 
not be taken to indicate any opposition 
on the part of the National Child Labor 
Committee to the Child Labor Amend- 
ment. It believes in the principle and 
in the form as adopted by Congress, 
and also in the social value of co-opera- 
tion between the state and the nation 
not only in matters relating to the em- 
ployment of children, but also in other 
matters. It believes that the nation 
should be in position to give full pro- 
tection to every child from harmful 
employment whenever the family, the 
community, the country and the state 
all fail. 

The Committee, seeking to insure 
reasonable protection from harmful and 
therefore wrongful employment by 
whatever legitimate means possible, 
concerns itself far less with the means 
than with the end. Full protection for 
every child could be provided by state 
legislation. The people in failing to 
ratify the Amendment, we feel sure, 
had no intention of expressing dis- 
approval of all child labor regulation, 
but they did indicate a very decided 
preference to travel the state road to 
the goal and the Committee is ready, 
as it has always been, to travel with 
them. 

Time does not wait and the tendency 
is for some children to enter industry as 
soon as the law permits. The law of 
any state, even where poorly enforced, 


undoubtedly serves as a standard by 
which most people govern themselves, 
For the sake of those children who are 
now employed, or who may be em- 
ployed within the next four, six or 
eight years or more, the Committee 
feels that it should devote its attention 
to the matter of improving conditions 
and of preventing harmful employment 
by reasonably good state laws ade. | 
quately enforced. 

No sane person in this country de. 
sires or is willing to do any injustice to 
any child. Whatever harm is being 
done to children or society by improper ) 
child employment comes as a result, if 
not of ignorance then at least of a fail- 
ure to understand the cost of child 
labor on the one hand, and proper 
standards on the other. The people 
must have some standard by which to | 
measure themselves. 

The legislatures of more than forty , 
states will meet in 1927. The child | 
labor laws of most of them should be | 
improved in one or more respects, and 
it is practically certain that the subject _ 
will be given some consideration in | 
every one of these states. Realizing all 
this, the National Child Labor Com- | 
mittee after very careful study has 
prepared and distributed as widely as 
possible a statement of Minimum 
Standards as follows: I. | 


MINIMUM STANDARDS 


I. No child under fourteen to be em- | 
ployed at any gainful occupation. 
II. No child under sixteen to be em- 
ployed: 
1. At any work or in any place dan- 
gerous, injurious or hazard- 
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ous. Places and occupations 
known to be dangerous, in- 
jurious or hazardous for chil- 
dren under sixteen should be 
enumerated in the law, but au- 
thority should be delegated to 
some state board to extend 
the list. 

2. After seven at night or before six 
in the morning. 

3. For more than eight hours a day, 
or six days or forty-eight hours 
a week. 

4. During the hours when the pub- 
lic school is in session unless 
the child has completed the 
eighth grade or its equivalent. 

5. Unless the employer gets a work 
permit from the proper school 
official upon the following four 
conditions: (Except that no 
work permit is to be required 
for work in domestic service or 
agriculture). 

(a) A promise of employment 
showing the exact nature 
of the work. 

(b) Evidence that the child is of 
legal age for that specific 
employment. 

(c) Evidence that the child has 
completed the eighth grade 
of the public school or its 
equivalent. If all other 
requirements are complied 
with, this should be waived 
during the time the public 
school is not in session, a 
special vacation work per- 
mit being issued. 

(d) A statement by an authorized 
physician showing that he 
finds the child physically 
fit for that particular em- 
ployment. 

II. No child under eighteen to be em- 
ployed at any work or in any place 
dangerous, injurious or hazardous 
for children under eighteen. 
Places and occupations known to 
be dangerous, injurious or hazard- 
ous for children under eighteen 
should be enumerated in the law, 
but authority should be delegated 
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to some state board to extend the 
list. 


The National Child Labor Commit- 
tee hopes that by the time the Federal 
Amendment is ratified by thirty-six 
states, if it is, these standards will have 
become so well fixed not only in the 
body of the law of every state, but in 
the mind of every thinking citizen and 
as a part of the community custom, 
that when the Federal Amendment is 
ratified there will not be nearly the 
necessity for thinking about Minimum 
Standards as at present. 

Suppose a farmer has a meadow 
ready to cut and can’t get a mowing 
machine. What is he to do? Wait 
around fussing with his neighbors be- 
cause none of them will lend him a ma- 
chine until the grass is ruined? Not at 
all, if he is wise. He gets himself a 
good scythe and wades in. A good 
man can cut a stack of hay any day 
and a stack of hay is not to be grinned 
at when the wind blows in January. 

The illustration makes clear the 
policy of the Committee. 

Whether the Federal Child Labor 
Amendment is or is not to be ratified, 
is of course a matter for the people to 
decide. While they are deciding, or 
even if they should decide not to ratify, 
the wise course it seems to us would be 
for the different states so to improve 
their laws regulating the employment 
of children that no child in the whole 
country would live without protection 
from exploitation by law. State law 
if it does the job is as good as any other 
law. In fact, it may be said that the 
most ardent advocates of the Federal 
Child Labor Amendment have from 
the first clearly understood that most 
of the job should be done by the states, 
and in pressing for the Federal Amend- 
ment we have only sought a way by 
which helpful co-operation could be es- 
tablished between the nation and the 
different states. 
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The State, the Nation and the People’s Needs’ 


By Hon. Grrrorp Pincnor 
Governor of the Commonwealth of Pennsylvania 


HERE has been much discussion 
of late as to what taxes may prop- 
erly be collected and what expendi- 
tures may properly be made by the 
state and Federal governments re- 
spectively. This is so basic a matter 
that the view adopted concerning it 
necessarily controls not only in finan- 
cial affairs but in the whole scheme of 
our institutions. In particular it must 
influence the answer we make to the 
vital question: By whom shall our 
governments be dominated, and for 
whose benefit shall they be conducted? 
Under the Federal Constitution the 
state and Federal governments are 
friendly allies, not opposing interests, 
in spite of much talk to the contrary. 
Let me recall that in an address de- 
livered at the dedication of the pres- 
ent State Capitol of Pennsylvania in 
1906, Roosevelt quoted with approval 
a letter of James Wilson, a great Penn- 
sylvanian, signer of the Declaration of 
Independence, maker of the Federal 
Constitution, and Associate Justice of 
the Supreme Court of the United 
States, and said: 


He (Wilson) laid down the proposition 
that it should be made clear that there were 
neither vacancies nor interferences between 
the limits of State and National jurisdic- 
tion; and that both jurisdictions together 
composed only one uniform and comprehen- 
sive system of government and laws; that is, 
whenever the States cannot act, because 
the need to be met is not one of merely a 
single locality, then the National Govern- 

1This is in part an address given by Gov- 
ernor Pinchot at the Governors’ Conference held 


in Cheyenne, Wyoming, July 26, 1926. 
— Tue Eprror. 
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ment, representing all the people, should 
have complete power to act. It was in the 
spirit of Wilson that Washington, and 
Washington’s lieutenant, Hamilton, acted; 
and it was in the same spirit that Marshall 
construed the law. 


Chief Justice Marshall pointed out 
the danger of the opposite view with 
admirable clearness. 

Powerful and ingenious minds, said he, 
taking, as postulates, that the powers ex- 
pressly granted to the government of the 
Union, are to be contracted, by construction, 
into the narrowest possible compass, and 
that the original powers of the States are 
retained, if any possible construction will 
retain them, may, by a course of well di- 
gested, but refined and metaphysical rea- 
soning, founded on these premises, explain 
away the Constitution of our country, and 
leave it a magnificent structure indeed to 
look at, but totally unfit for use. 


NEED FOR STATE AND FEDERAL 
Co-OPERATION 


I have small sympathy with the view 


~ 


which regards every new use of the | 


Federal power as necessarily a usurpa- 
tion of rights properly belonging to the 
states. The recent outburst against 
President Coolidge’s order for the 
co-operative use of state and local 


officials in law enforcement is a typical | 


example. Federal and state action 
should be co-operative, and not hos 
tile. This principle of Federal and 
state co-operation we have applied in 


the Pennsylvania Water Power Act of | 


1923, which alone among the laws of 
all the states, so far as I know, co 
ordinates Federal and state authority 
over water power development into a 
harmonious and complete whole. 
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Tue STATE, THE NATION AND THE PEopLe’s NEEDS 


I deprecate the tendency to attack 
in a spirit of hostility the Federal 
Government for what it is properly 
doing for the people of the individual 
states. At the same time I insist that, 
as Roosevelt said, “the several States 
must do their duty or our citizenship 
can never be put on a proper plane.” 


Tue Exercise or Feperat Power 


But I recognize the fact that modern 
progress in America depends upon, 
and is inseparably bound up with, an 
increasing exercise of Federal power. 
This is true not only because modern 
means of communication—the rail- 
road, the transcontinental telegraph 
and telephone, the motor car, the aero- 
plane, and the radio—must continue to 
result in a constantly closer national 
unity, but also because the problems 
before our people are in constantly 
increasing measure national problems 
beyond the powers of the states to solve. 

The exercise of Federal power is 
growing and will continue to grow. It 
is growing not only because that 
growth is a necessity of our national 
existence, not only because we cannot 
otherwise protect the people against 
oppression by huge concentrations 
of wealth, but also because govern- 
mental units less than the Nation 


_ continually fail to do the things the 


people need; and the Nation itself 
is therefore obliged to make their failure 


If ‘the people need action and a 


_ township fails to supply it, the county 


naturally steps in; if the county fails, 
the state steps in; if the state fails, the 
Nation steps in. Many things are be- 
ing done to-day by the Nation simply 
because the states, for whatever reason, 
have failed to give the people what 
they properly require. 

Because the public utility corpora- 
tions of Pennsylvania thirteen years 
ago, and again in 1925 and’ 1926, de- 
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feated legislation to give the State Pub- 
lic Service Commission control over se- 
curity issues, I was compelled this year 
to ask the Federal Power Commission 
to control the security issues for fi- 
nancing the:iConowingo Hydro Electric 
Project now being constructed on the 
Susquehanna River under Federal li- 
cense. The Nation stepped in, and 
the people were protected after all. 

In guaranteeing the movement 
across state boundaries of men, goods 
and information, unfettered by state 
restrictions, the Federal Constitution 
contributed the greatest man-made 
element to the economic well-being of 
the people of all the states. This it 
was that opened to American skill and 
American energy, armed with the 
equipment that we call capital, the 
greatest economic opportunity that 
mankind has ever had. 

This guaranty gave to American 
business its unmatched opportunity 
for expansion over half a continent. 
It also made impossible any generally 
effective state control of that expanded 
business, and by so doing made neces- 
sary the exercise of Federal control. 
The present outcry for state rights for 
the most part ignores this fundamental 
necessity. 

A state is no longer, if it ever was 
at all, a natural economic unit. The 
great public services which supply 
transportation, light, heat and power; 
the huge corporations which make, 
prepare, and sell steel, oil and coal to 
the citizens of a single commonwealth, 
are no longer confined within its 
boundaries. Their enormous resources 
in wealth, in political and social in- 
fluence, and in legal ability are con- 
fined by no state lines and make the 
individual states in most cases, if not 
in all, helpless before them; and no 
one knows that better than the great 
monopolies themselves. 

To illustrate, the outstanding barrier 
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to effective state control over telephone 
service by companies operating within 
the several states is the American Tele- 
phone and Telegraph Company. The 
problem of regulating it is the despair 
of all state utility commissions. The 
same difficulty inheres in every utility 
holding company which controls operat- 
ing companies in two or more states. 
Again, there is no better example of 
how a problem breaks across state and 
regional lines in an emergency than in 
the present agricultural situation. No 
practical man believes that the prob- 
lem, for example, of wheat production 
and distribution, or of corn, can be 
confined to any individual state or 


solved by any individual state. It is 
a national question, and can be nothing 


else. 
Law ENFORCEMENT 


There are to-day, three outstand- 
ing problems before the Nation— 
one mainly moral and two mainly 
economic. The moral problem—the 
greatest we have—is that of law en- 
forcement. In dealing with that there 
must be no twilight zone between state 
and Federal authority where the ene- 
mies of society may hide themselves 
and escape punishment. Neither can 
we suffer the state-made nullification of 
our National Constitution, whether 
under the guise of a state referendum or 
by the failure of the state to exercise its 
co-ordinate powers. State and Na- 
tion both are needed in this fight for the 
Constitution, for self-government, and 
for national self-respect. All the power 
there is is not too much to exercise 
against the alcohol criminals. 

An admirable example of the failure 
to co-operate from which criminals 
profit was the order of Secretary Mel- 
lon, in reply to my request for permis- 
sion to the State Police to inspect 
breweries under Federal permit, in 
which he allowed them to enter the 


breweries during business hours only, it 
being, of course, well known ‘that 
crimes are always committed during 
business hours and never after closing 
time. 


ControL oF Monopo.izs 


Two great economic problems look 
our people squarely in the face. One 
is the conservation and wise use of our 
natural resources, so as to perpetuate 
our national life. The other is the 


' control of great nation-wide corporate 


monopolies, so as to perpetuate our 
national institutions. Of this control 
Roosevelt said: 


But it is our clear duty to see, in the in- 


terest of the people, that there is adequate | 


supervision and control over the business 
use of the swollen fortunes of today. . .. 
Only the Nation can do this work. To 
relegate it to the States is a farce, and is 
simply another way of saying that it shall 
not be done at all. 


It should never be forgotten for a 
moment how much of the agitation 
against the use of Federal powers for 
the protection of the people comes 
originally from the great monopolistic 
corporations and their allies. They 
are against Federal control where Fed- 
eral control can be effective. But 
they are equally against State control 
where State control can be effective. 


What they are really against is any ef- — 


fective control by whomsoever ex- 
ercised. The one principle from which 


they never depart is opposition to any — 


exercise of power by the people to 
prevent the corporations from dealing 
with the people solely in the interests of 
the corporations. 

I do not speak of this matter from 


hearsay. Ihave served both the Nation | 


and my own state, and in both capaci- 
ties I have seen great monopolies using 
their resources to the limit to prevent 
the exercise of whichever power had 
undertaken in any case to regulate 
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them efficiently in the public interest. 
By definite practical contact, extend- 
ing over more than a quarter of a 
century, I have learned the utter 
futility of attempting to regulate in- 
terstate corporations by the action of a 
single state. Experience, which is the 
best of all teachers, has convinced me 
for good and all that nation-wide evils 
must be met by nation-wide remedies. 

I am a loyal Pennsylvanian, but I 
am an American first. My state is 
the Keystone State, and the Nation has 
never called upon it in vain in any crisis. 
There is no more powerful common- 
wealth in America, but for all that I 
cannot shut my eyes to the essential 


| fact that the steel trust, the oil trust, 


and greatest and most formidable of all, 
the growing electric trust, cannot be 
adequately dealt with for the protec- 
tion of Pennsylvanians by Pennsyl- 
vania alone. 

This is not to say that the state 
governments are not of high and in- 
creasing importance. Like the Federal 
Government, they are steadily at- 
tracting to themselves new functions. 
They are taking over from local gov- 
ernments important duties in highway 
construction and maintenance, in school 
financing and standardization, and in 
safeguarding the public health. To 
these they are adding new functions 
hitherto unperformed by any govern- 
ment, such as forest and water con- 
servation, control of labor conditions, 


) assistance to agriculture, and others. 


These functions cannot be fulfilled as 
the public welfare requires unless a 
state government is efficiently or- 
ganized, soundly financed, and eco- 
nomically administered in the interest 
of the whole people of the state. 

There has been much talk against 
Federal appropriations to states on a 
fifty-fifty basis for the protection of 
forests, the building of roads, the 
safeguarding of childhood and the as- 
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sistance of the farmer. Some of these 
protests come from my own state. 
They are based on the narrow and un- 
worthy theory that each state exists 
for itself alone; that national taxes 
raised in Pennsylvania or in New York 
must never be expended by the Federal 
Government outside the states in which 
they are collected; and generally on the 
idea that we are not a nation but a mere 
agglomeration of ‘udependent com- 
munities each mainly anxious to get or 
keep everything it can at the expense of 
its neighbors. 

This attitude of petty selfishness is 
widely and sometimes successfully em- 
ployed as an appeal to local prejudice 
by the servants of monopolistic cor- 
porations in Congress whose actual 
purpose is certainly not the advantage 
of the plain people whom at the time 
they happen officially to represent. 

Federal taxes raised in New York or 
in Pennsylvania are not alone the result 
of industries or activities in those 
states, but necessarily include the 
product of natural resources or in- 
dustrial enterprises in other states. I 
have yet to be convinced that the ex- 
penditure of the Nation in the con- 
struction, for example, of the Salt River 
Reclamation Project in Arizona or in 
the improvement of New York Harbor 
is adding solely and only to the pros- 
perity of the localities in which the 
actual work is done. 


CONSERVATION OF NATURAL 
RESOURCES 


My own experience in forestry and 
in the conservation of other public re- 
sources confirms strongly the theory 
that the Federal Government has 
worked generally for the interest of the 
average man. The charge made years 
ago that Wyoming and the other west- 
ern states would suffer because of the 
support of the strong arm of Federal 
co-operation in forestry, irrigation, etc., 
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has fallen flat. To-day the prosperity 
and wide improvement of the West, 
and the attitude of its people, supply 
the conclusive answer. 

For over one hundred years a na- 
tional system of highways has been the 
dream of American statesmen. Now 
that dream is being realized, and real- 
ized largely because the Federal Gov- 
ernment is assisting the several states 
by spending money for highway con- 
struction in co-operation with them. 
And if some Federal money raised in 
Pennsylvania should be spent in pro- 
moting the prosperity and purchasing 
power of other states, it is bread upon 
the waters, for the industries of Penn- 
sylvania will find that their bread will 
return to them even after many 
days. 

I have yet to find reason for believing 
that the Golden Rule is less applicable 
to states than it is to individuals. 
Therefore Pennsylvania is protecting 
from pollution within her borders the 
public water supplies of the State of 
Maryland, and this just as carefully as 
she protects those of her own cities. 

There are also regional questions 
which do not include the whole Nation, 
and which can best be handled by the 
means provided in the Federal Con- 
stitution of compacts between groups 
of states. 

Last year Pennsylvania sought con- 
trol by this method of electric holding 


companies doing business in a number 
of states, and electric operating com. 
panies doing interstate transmission, 
We were baffled by the extreme State 
Rights doctrinaires of a neighboring 
state. The result is that the process 
of combination in the electric business 
is going on by giant strides without due 
regulation by any authority, Federal, 
regional, or state. It is a perfect ex. 


ample of how mutual jealousies be. | 
tween state and Nation benefit none | 


but those who would escape the power 
of both. 
Roosevelt described himself as 4 


strong Nationalist, and believed in the | 


necessity for increasing the power of 
the Federal Government. So am and 
so do I. 


If, said he, we fail thus to increase 
it, we show our impotence and leave 
ourselves at the mercy of those ingen- 
ious legal advisers of the holders of 
vast corporate wealth who... are 
ceaselessly on the watch to cry out 
that the Constitution is violated when- 
ever any effort is made to invoke the 
aid of the National Government. ... 


The doctrine they preach would make | 


the Constitution merely the shield of 
incompetence and the excuse for 
governmental paralysis. They treat 
it as the justification for refusing to 
attempt the remedy of evil, instead of 
as the source of vital power necessary 


for the existence of a mighty and ever 


growing Nation. 
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OOKING into our Federal Consti- 
tution, adopted to make our 
ent “a more perfect union,” 
we find three pertinent facts of im- 
mediate interest to my subject: First, 
that Congress was given the power “to 
regulate commerce with foreign nations 
and among the several states’’; second, 
that the police power—the power to 
legislate for the promotion of the 
safety, health, morals and general wel- 
fare of the people—was reserved to the 
several states; and third, that property 
rights were safeguarded by the “due 
process” provision. The exercise of 
these two sovereign powers, and the 
appeal to this constitutional safeguard, 
had an early and continuing influence 
on the fortunes of the liquor question— 
marking the various historical steps, 
legislative and judicial, in the evolu- 
tion of National Prohibition. 


STaTE AND FEDERAL BICKERINGS 


Congress had laid imposts on liquors 
imported from a foreign country, and 
in 1827 the United States Supreme 
Court decided that the state could not 
interfere with such liquors until they 
had lost their “foreign commerce” 
. character. Thus the commerce power 
of the Federal Government first ap- 
peared as a serious check on the exer- 
cise of the police power by the states. 

In 1847 the question arose as to 
liquors in interstate commerce, and 
the Supreme Court held that in a 
matter of general interest a state could 
legislate in regard to interstate com- 
merce until Congress stepped in to 
exercise its power in the same field. 


Thus the courts in 1827 checked state 
control of international liquor, and in 
1847 allowed state control great power 
in interstate liquor. 

In 1887 the see-saw started back 
again, when the Supreme Court laid 
down the doctrine that while a state 
might, under its police power, prohibit 
the manufacture and sale of intoxi- 
cants within its borders, nevertheless 
intoxicating liquor was a legitimate 
subject of interstate commerce, and 
that the state could not interfere with 
such commerce by prohibitive legis- 
lation; nor, since sale is an essential 
part of commerce, could it prohibit sale 
in the original package. 

Close on this decision, in 1890, the 
Supreme Court renounced the previous 
doctrine that the states could legislate 
where Congress had failed to act. So 
we find the state denied the power to 
prohibit the introduction of liquor from 
other states, and to prevent its sale 
in the package in which introduced. 
Under these decisions, both foreign and 
interstate liquor marched joyfully 
where it would, immune from state 
police power while in original packages, 
and the most stringent state regula- 
tions were powerless to thwart it. 

In addition to these disabilities, the 
“due process” clause of the Constitu- 
tion was proving a serious check on the 
state’s power to regulate intrastate 
liquors. The view prevailed that, 
although a state could prohibit, under 
its police power, that which adversely 
affected the public health, morals, 
safety or general welfare, the mere 
possession of liquors did not fall 
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in this class, and consequently the 
police power could not be invoked to 
prohibit possession. 

Of course these constitutional bar- 
riers later fell one by one as the cohorts 
of prohibition advanced, until the 
Supreme Court in 1918 held it con- 
stitutional for a state, under its police 
power, to make the possession of 
whiskey for personal use a criminal 
offense. Later it went so far as to say 
that the fact that such a statute de- 
stroyed property rights lawfully ac- 
quired in the liquor before the law 
became effective, did not constitute a 
violation of the constitutional mandate 
against taking property without due 
process of law. But this came later, 
and it may be said in general that in 
1890 the states could constitutionally 
prohibit only the manufacture and sale 
of intoxicating liquors. It is interest- 
ing to note that during these years the 
Federal Government took no steps 
looking to direct Federal control of 
liquors through the exercise of its 
interstate commerce power, as it ul- 
timately did in the matters of oleo- 
margarine, white slavery, Louisiana 
Lottery, etc. 

Thus we find the states,—because of 
Federal inhibitions, unable to cope 
effectively with liquor, either domestic 
or imported; and we find Congress un- 
willing to deal with it independently 
from the states. But we also find an 
insistent and ever-growing sentiment 
throughout the country against the 
traffic in intoxicating liquors. Con- 
sequently the Federal legislative de- 
velopment was along the lines of 
Federal co-operation in assistance of 
the states that wished to be dry. 

Owing to the immunity afforded the 
original packages of liquor brought into 
the dry states from outside, these 
states found themselves overrun with 
“original package shops,”’ and had to 
seek Federal aid in order to combat 
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them. Congress felt that its sovereign 
commerce power should not remain a 
means of defeating the dry policy of g 
state, and passed the Wilson Act jp 


1890, which removed from imported | 


liquors their character of “interstate” 
or “foreign” goods, upon their “ap. 
rival” within the state. This was in. 
tended to allow the state to prevent the 
sale of the imported “original pack. 
ages.” But the Supreme Court largely 
destroyed the value of this act, by 
construing arrival to mean “‘commer- 
cial” arrival—delivery to the consignee, 
not physical arrival within the borders, 
Delivery to the package shops for sale 
could be prevented, but delivery to a 
consignee for use could not. The 
shops were thus cleaned up, but any 
citizen could still receive all the liquor 
he chose to order. The state re- 
mained powerless to repress importa- 
tion for personal consumption, and was 
deluged by liquors thus obtained. 
Congress spent twenty odd years 
suggesting remedies for short- 
comings of the Wilson Act. There 


seemed to be constitutional objections , 


to all of them, and nothing was done 
until 1913. Meanwhile the states in 
desperation strengthened their laws as 
they could, and began to limit the 
amount of liquor that a man could 


possess. 

In 1913 Congress passed the Webb- 
Kenyon Act, which removed the pro- 
tection of the commerce clause from 
any liquor intended to be received, 


sold or used in violation of the laws of . 


the state to which it was sent; and sub- 
jected such iiquors entirely to the con- 
trol of the offended state. 


Wilson Act and the Webb-Kenyon Act 
were attacked in the courts as uncon- 
stitutional, as attempts to delegate to 
the states a control of interstate com- 
merce. President Taft, in his veto 
message, expressed doubt as to the 
constitutionality of the Webb-Kenyon 
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Act. The Supreme Court sustained 
both acts. It declared that Congress 
was dealing with a commodity, the 
transportation of which it might pro- 
hibit entirely, and which the states on 
the other hand were powerless to pre- 
yent being brought within their borders. 
Instead of prohibiting the liquor traffic 
entirely, Congress chose to take from 
it the protection of the commerce 
dause, and to leave it to be dealt with 
wholly by the communities whose 
problem it was. Thus in 1913 we find 
the Federal Government, judicial and 
legislative, positively in co-operation 
with the states—stepping out of the 
way and allowing the states to control 
both domestic and interstate liquors 
within their own borders. 


Move Towarp NATIONAL 
PROHIBITION 


From 1913 to ’18 events moved fast. 
In the end Congress abandoned its 
policy of assisting the states, and 
turned to that direct Federal control 
which it had theretofore eschewed. 
The desire for nation-wide prohibition 
had grown from an idealistic sigh to a 
positive demand. In 1913 the Anti- 
Saloon League launched its organized 
campaign for national prohibition. 
Between the years of 1914 and 1918, 
twenty-three states sounded out the 
sentiment of their people by the 
referendum. At the time prohibition 
became effective thirty-three states 
were dry. A resolution calling for a 


. prohibition amendment to the Con- 


stitution was introduced into both 
Houses in 1913 and failed to pass in 
1914. Similar resolutions were intro- 


duced in 1915, but not brought to a 


vote in either House. 

But before this same Congress 
Senator Jones propounded his view 
that the states needed still further 
Federal assistance. Believing that the 
states were.still powerless to combat 
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“solicitations of orders for liquors” 
coming through the United States mails, 
he proposed an amendment to a post- 
office measure penalizing the mailing of 
solicitations into a state which had 
prohibited them. He was still work- 
ing on the theory of Congressional 
co-operation with the states. 

In discussing the Jones amendment, 
Senator Reed pointed out the inconsist- 
ency of fixing penalties for the mailing 
of solicitations into a state which for- 
bade solicitations, while tolerating the 
shipping of the liquor itself into a state 
which forbade liquor. So the Senate 
in 1917 passed the Jones amendment, 
and at the same time passed Senator 
Reed’s amendment—the Reed Bone- 
Dry Law—making it a Federal offense 
“‘to order, purchase or cause intoxicat- 
ing liquors to be transported” into any 
state that prohibited the manufacture 
and sale thereof. Thus we see a 
complete about face on the part of 
Congress, and we see in Senator Reed of 
Missouri the father of the first national 
prohibition liquor law. It is also 
interesting to note that this law was 
passed by a Congress which had chosen 
not to bring to a vote a proposition for 
National Prohibition. 

The Reed Law made the dry state 
bone-dry whether the state liked it or 
not. In fact it was suggested in debate 
on the Reed Law that it was proposed 
in order to so vex a dry state with its 
dry law that other states would hesi- 
tate to go dry. It did in fact make 
one state dryer than it intended to be. 
West Virginia prohibited the manu- 
facture and sale of liquor, but permit- 
ted a parched citizen to bring into the 
state a quart of liquor every thirty 
days for his personal use. One fellow 
was caught while doing this, and tried 
in the Federal court under the Reed 
Law. The Supreme Court held in 1919 
that he was guilty of a Federal offense, 
that the Reed Law was constitutional, 
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and that any oasis in a state law that 
conflicted with it was invalid. West 
Virginia was suddenly bone-dry by 
Federal command. The only way she 
could allow her citizens to bring in their 
quart was to repeal her prohibition 
against the manufacture and sale of 
liquor—and it has been hinted that the 
liquor interests liked the Reed Law for 
just this reason. 
Tue 18TH AMENDMENT 


The 64th Congress had declined 
National Prohibition and passed the 
Reed amendment. The 65th Congress 
passed the National Prohibition reso- 
lution. It was adopted by the Senate 
on August 1, 1917, without the pro- 
vision for a concurrent power of enforce- 
ment in both the Congress and the 
states. Congress alone was given the 
power to enforce the proposed amend- 
ment by appropriate legislation. Drop- 
ping all consideration of state police 
power, the Senate went to the extreme 
of absolute Federal responsibility and 
control through the exercise of a thus 
to be acquired Federal police power, to 
be exercised throughout the states and 
communities of the land. This easily 
accepted conception of employing a 
highly centralized governmental police 
power, and this seeming disregard for 
our long cherished doctrine of states 
rights, would appear to be marked evi- 
dence of a wartime state of mind on the 
part of the Senate, when acting upon 
this resolution. 

The debate on the resolution is in- 
teresting. The opponents of the reso- 
lution were against taking from the 
states their control of their local affairs 
and giving it to Congress. They felt 
that Federal co-operation had made it 
possible for any state to be as dry as it 
wanted to be, and that the minority of 
the states should not be forced to go 
dry because of the social views of the 
majority. The proponents of the reso- 


lution maintained that Federal eo. 
operation had proved ineffective in 
aiding the dry states to become dry, 
Wet neighbors were too damaging an 
influence, even with full state and 
Federal co-operation. They main. 
tained that since a dry state could not 
establish complete prohibition as 4 
state, it had a right to urge National 
Prohibition; not primarily to stuff its 
views down the throat of a wet state, 
but for its own protection. They 
pointed out that while it might be a 
questionable policy for thirty-six states 
to impose their social standard upon 
twelve states, it was true that otherwise 
the thirty-six states could not protect 
themselves against the twelve states. 
The House amended the resolution 
to read as the amendment now does— 
Congress and the several states being 
given concurrent power to enforce the 
amendment by appropriate legislation. 
It was stated by members of the judi- 
ciary committee instrumental in insert- 
ing this concurrent phrase—notably 
Mr. Webb and Mr. Volstead—that 
this phrase had been put in to make it 
plain that there was reserved to the 
states their power to enforce their pro- 
hibition laws; and that the granting of 
a like power to Congress should not 
have the effect of granting all such 
power exclusively to Congress. There 


was surprisingly little debate in the | 


House as to the meaning of “concur- 
rent” in the resolution. Both Houses 


seemed more interested in the giving of | 


a new power to Congress than in the 


reserving of its old power to the states. | 


They argued the question chiefly on 


principle, and did not pay much atten- | 


tion to the problem of how Federal and 
state control of liquors would work out 
in practice under the concurrent clause. 


EFrect OF THE AMENDMENT 


Reading the record, it is my opinion 
that Congress as a whole had little 
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conception of the practical difficulties 
of the enforcement of the amendment. 
The concurrent clause was inserted 
more as a concession to the psychology 
of the states than with the purpose of 


requiring the states to function in those’ 


fields of enforcement where the state 
police power rather than the Federal 
mandate would be not only more effec- 
tive, but more consonant with our 
form of government. 

The language of section 2 of the 
18th Amendment is: “‘The Congress 
and the several states shall have con- 
current power to enforce this article by 
appropriate legislation.” What does 
it mean? The Supreme Court says 
that it does not mean “joint” power. 
The view that “concurrent” means 
that the power to enact appropriate 
enforcing legislation is in each—the 
state and the Federal—but that the 
legislation of Congress as the supreme 
law of the land supersedes any incon- 
sistent state legislation has received 
some support from the courts. Sup- 
port has also been given the view that 
the power is equally in each—the state 
and the Federal—neither having any 
over-riding force as to the other because 
each is effective in its own jurisdiction 
and the validity of each is to be tested 
only by the touchstone of appropriate- 
ness to the enforcement of the 18th 
Amendment. On one point, however, 
courts are uniform with one or two 
exceptions;—the 18th Amendment is 
not the source of the state’s power to 
legislate with regard to intoxicating 
liquors, but the source of such power is 
still its police power, which inheres in it 
as a sovereignty. The 18th Amend- 
ment reserved to the state its police 
power over this question; it did not give 
it such power. 

The effect of the 18th Amendment 
was to reserve to the states this police 
power in its entirety with .the one 
limitation that the states were put un- 


der a legal disability to permit what the 
18th Amendment prohibited. It even 
enlarges the state’s power beyond the 
limits of its other police powers, since 
on other questions state laws are 
subject to constitutional inhibitions 
as regards “‘due process,” interstate 
commerce, etc. In addition, the 18th 
Amendment by its terms gave to the 
states an authority concurrent with 
Congress over the importation and 
exportation of intoxicating liquors; 
and over liquors in interstate commerce, 
by the rule of constitutional con- 
struction which renders paramount an 
amendment subsequent in time to a 
prior constitutional provision which 
conflicts with it. The state gained 
much, and lost only the privilege and 
power to permit the manufacture, 
sale and transportation of intoxicat- 
ing beverages. Congress acquired the 
police power, the several states retained 
theirs. The former policy of assisting 
the states by removing constitutional 
barriers to the operation of their police 
powers, was superseded’ by a plan for 
active co-operation in which each party 
has equal responsibility and power. 
This was a novel scheme in our 
government, ready to meet the test of 


experience. 


Tue Country’s REAcTION 


Let us see how the congressional 
plan worked, and is working. All the 
states except Maryland fell in line, and 
where necessary enacted appropriate 
legislation. The stage was auspi- 
ciously set for splendid action. But an 
unexpected psychology resulted in the 
withdrawal of most of the old skilled 
actors of this great drama, and left the 
stage largely tc amateurs and a few 
monologists. We find co-operation on 
the statute books, but not carried out 
into the life of the community. A very 
curious picture. Here we had forty- 
seven of our forty-eight states with 


in 
dry. 
g an 
and 
aS a 
onal |- 
its 
rhey 
be a 
ates 
"wise 
»tect 
es. 
ition 
es 
eing 
the 
‘ion. | 
udi- 
sert- 
ably 
ce it 
a 
pro- 
Ee 
here 
the | | 
cur- 
gof | 
the 
on 
ten- 
and 
out | 
use. | 
ttle 


82 Tue ANNALS OF THE AMERICAN ACADEMY 


state prohibition laws and the ma- 
chinery to make them sting. We had 
the Federal Government with a prohi- 
bition law. Now the Federal Govern- 
ment is a new actor on this stage—a 
new prima donna. The states are old 
troupers in enforcing all police power 
regulations, including this one, and 
they know the twists and turns. They 
get a hand from their audience—a help- 
ing as well as an applauding hand. 
They are the local stock company—so 
to speak—known to the folks. The 
new prima donna has not appeared on 
this stage before, having been only a 
supernumerary. When the curtain 
goes up, the company stays in the 
dressing rooms, make-up on, réles per- 
fected, and expects the new prima 
donna to play all réles, including that 
of the villain. A very curious reac- 
tion, this attitude of the people, after 
they got National Prohibition. 

The great forces of social reform that 
had worked so successfully for temper- 
ance along educational lines, instead 
of grasping this opportunity for a 
steady forceful advance to overwhelm- 
ing success, apparently felt that their 
battle was already won, and ceased 
their organized efforts. The forces 
that had been so efficiently organized 
and led to accomplish these ends 
through political activities, now cen- 
tered their energies upon the en- 
forcement of the national law through 
Federal agencies. State, county and 
municipal law officers tended to over- 
look their own civic responsibilities 
under their community laws, and to 
pass the responsibility for prohibition 
law enforcement to the Federal law and 
its agents. The citizens of the country 
generally, thoughtlessly, and thus in- 
consistently with their inherent concep- 
tions of the functions of government, 
tacitly and perhaps unconsciously 
relieved their own civic officers from 
their responsibilities, and looked to the 


national law in Federal hands for the 
enforcement of prohibition. Every. 
body looked to Washington, and placed 
the responsibility for law enforcement 
upon the Federal Government—and 
unfortunately for the law’s success, 
the Federal Government was accepting 
this responsibility. 

When I took office last year I found 
the Prohibition Unit organized and 
functioning on this basis. Highly 
centralized in control and responsibil- 
ity, its field forces organized without 
due regard to their essential correlation 
with the field forces of the Department 
of Justice, prohibition agents through- 
out the United States were being called 
upon everywhere to exercise the Fed- 
eral police power in local police affairs. 
And these agents were accepting the 
responsibility and arresting these petty 
law violators. In many jurisdictions 
this resulted in overwhelming the 
offices of the District Attorneys and 
clogging the Federal judicial machinery 
with thousands of petty police cases, 
not infrequently to the disgust of the 
Federal Bench and the discouragement 
of the District Attorney. More im- 
portant even than this moral effect was 
the consequent demoralization of all 
the business of the Court. Already 
crowded with business resulting from 
the ever increasing number of Federal 
laws to be enforced, that promptness 
and certainty of trial and punishment 
so essential to successful law enforce- 
ment became an impossibility, and was 
being reflected in a growing disrespect 
for law on the part of all law violators. 

Perhaps the most interesting phase 
of this development, and the most 
potent in its unfortunate effect upon 
the success of the National Prohibition 
Law, was the fact that while the 
citizens generally accepted the idea 
that the Federal Government should be 
responsible for the enforcement of the 
law, many of them nevertheless in- 
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herently resented this exercise of police 
power on the part of the Federal agents 
within their own communities as affect- 
ing their own individual privileges. 
This can be explained as thoughtless- 
ness. Or perhaps it was the working of 
guilty consciences for neglecting their 
own responsibilities as citizens of self- 
governing communities who must nec- 
essarily make and enforce their own 
regulations for community welfare. Be 
it, however, thoughtlessness, guilty 
conscience or outraged conception of 
democratic government, the reaction 
was personal resentment, manifested 
far too often by law abiding citizens, 
both men and women, in wilful viola- 
tions of the prohibition law. And this 
manifestation, peculiar as it may seem, 
evidenced itself in previously dry 
states, as well as in those that had 
never previously accepted state pro- 
hibition. 

The demand for beverage liquor was 
insistent and apparently quite indiffer- 
ent to cost. Money and brains were 
quickly forthcoming to organize an 
illicit traffic in liquor to supply this 
demand wherever it prevailed, and, 
keeping step with modern economics, 
created this supply, then created further 
demand to keep it moving, and thus a 
new form of liquor business grew and 
throve. Definitely an outlaw business, 
its success was necessarily conditioned 
to a great extent upon the bribery of 
officials charged with keeping law and 
order—so wherever its activities 
reached, it left a slimy trail of crime 
and corruption in its wake. 

In the large .cities the criminal 
classes turned from their precarious 
livelihood of safe cracking, loft rob- 
beries, etc., to this much more lucrative 
and far less dangerous profession 
of bootlegging. Innumerable citizens, 
under the present prevailing urge for 
easy money, turned from lawful pur- 
suits toengage in this lucrative business. 


It is even reported that farmers in 
certain localities are now measuring 
their corn crops in gallons, rather than 
in bushels. Meantime the criminals’ 
traditional fear of offending the Federal 
authorities was rapidly turned by 
experience in the slowness and uncer- 
tainty of punishment to a contempt for 
this same Federal authority. It is this 
condition that we have been and are 
now trying to correct in our effort to 
“‘Restore Respect for Federal Law.” 


Present Law ENFORCEMENT 


Faced with this problem of law en- 
forcement, and with these conditions, 
we had to answer these questions: 

“What have we got to do?” 

“What have we got to do it. with?” 

“*How shall we do it?” In determin- 
ing upon our policy, organization and 
procedure, two fundamental considera- 
tions were governing. First, a realiza- 
tion of the fact that any law to be effec- 
tive must be in reality an expression of 
a standard of living generally accepted 
by the members of the community 
affected, which means that this stand- 
ard is already observed by the great 
majority of the community, and writ- 
ten into a law only that it may be en- 
forced upon the recalcitrant few by the 
police and court officers of the com- 
munity. Applying this consideration 
to our problem, it required that the 
agencies of social reform be induced to 
take up again the task of education, so 
that the numbers who observe the 
prohibition laws may be materially 
increased, and the numbers who must 
be prosecuted as violators may be 
materially decreased. Expressed dif- 
ferently, this consideration meant that 
the prohibition laws must be popu- 
larized—both the laws and their ad- 
ministration must meet with more 
popular approval. 

The second consideration was that 
the responsibility for the enforcement 
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of the prohibition laws must be shared 
by Federal and local authorities. And 
this responsibility must be shared on 
clearly defined lines, so that each may 
have a definite objective, upon which 
it may concentrate its energies with a 
fair hope of success. Looking back 
into the years of struggle toward the 
accomplishment of prohibition, realiz- 
ing how until the Reed amendment in 
1917 the whole conduct of national gov- 
ernment, both legislative and judicial, 
had been to show a marked sympathy 
with the efforts of the states to regulate 
the use of liquor, and to co-operate 
with them in a helpful way; and looking 
at the present anomalous and directly 
contrary situation in which the states 
now lay almost supine while the whole 
nation looked to the Federal Govern- 
ment for the success of prohibition; and 
realizing the inherent wrongness and 
unquestionable thoughtlessness of this 
latter attitude, it seemed the only and 
the natural solution that the Federal 
Government should undertake as its 
share to suppress the commercialized 
traffic in liquor, and thus prevent its 
introduction into the various communi- 
ties of the country in commercial 
quantities, and that the states and 
communities should undertake as their 
share to suppress local violations with 
Federal assistance where necessary. 
This policy was adopted and approved 
by the Administration. The Federal 
forces are more and more concentrating 
their efforts upon this main objective, 
as the civic consciousness of the com- 
munities is again aroused to their 
responsibilities for self-government 
and Federal agents thus relieved from 
demands upon them for the exercise 
of local police power. 

To me this division of responsibility 
seems so natural and so absolutely 
essential as not to require argument. 
It is in keeping with the growing appre- 
ciation on the part of thoughtful citi- 
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zens that modern tendencies toward 
highly centralized authority and re. 
sponsibility in Washington may lead 
to dangerous extremes. Consider for 
a moment the alternative—the Federa} 
Government accepting the full respon. 


sibility for enforcing the national law in | 


all the communities of the land. No 
one knows how many policemen would 
be necessary, and how many Federal 
police courts would be required, but 
the numbers certainly would be tre- 
mendous, and the political and social 
effects of their daily contact with the 
intimate affairs of the citizens of the 
communities might easily be most 
disastrous to democratic institutions, 
In fact, such a superimposed Federal 
police power is to my mind absolutely 
unthinkable in America, and bad 
enough in Russia. Such a solution is 
predicated upon so false a conception 
of our government as to offend the very 


fundamentals of our institutions, andI | 


believe it could never be accepted by a 
thoughtful public. When his con- 
sciousness is stirred, the American 
citizen is still proud of his claim to the 
rights of self-government. This was 
happily illustrated last winter in the 
nation-wide protest against the Exee- 
utive Order permitting the appoint- 
ment of county police officers as Fed- 
eral agents. It was considered an in- 


vasion of the citizen’s sacred right to » 


manage his own affairs through his own 
civil officials. It appears that this 
sense of civic responsibility and pride 
in its employment still exists, and has 
only to be aroused, when the com- 
munities of the land will again accept 
their responsibilities for law enforce- 
ment and see that they are faithfully 
carried out. 

We have therefore steadily gone 
ahead in the execution of this policy. 
The organized forces for reform have 
again taken up their burden, and are 
on a campaign throughout the country 
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in an effort to arouse the states and 
communities to a realization of the 
part they have to play, and the neces- 
sity of their playing it vigorously and 
promptly. 

Meantime the Federal agencies have 
been reorganized on a plan of de- 
centralization, the Federal Judicial 
District having been used as the unit 
in order that an intimate and active 
teamwork may be established through- 
out all the field forces of the Depart- 
ment of Justice and of the Treasury 
Department. Our representatives have 
been instructed to share with the 
District Attorneys the making of such 
cases against law violators as can be 
promptly and effectively prosecuted 
with the greatest effect for the common 
cause of law enforcement. The main 
objective of our energies is clearly 
defined to be the commercialized liquor 
traffic in all its manifestations. Our 
field forces are organized and our regu- 
lations made with the definite object of 
wiping out this traffic. The instruc- 
tions to our field forces are to concen- 
trate their efforts along specified lines 
looking to this end. Much energy, 
however, is dissipated by the continu- 
ing necessity of doing more or less local 
police work until the communities re- 
lieve us of this task. And I foresee 
that there will always be the need of 
rendering more or less assistance to 
state, county and municipal officers 
where local conditions are so unsatis- 
factory as to demand it. 

It has taken time to effect the neces- 
sary organization and lay the necessary 
legal groundwork for the accomplish- 
ment of this Federal function, but real 
progress is now being made. In prac- 
tical language, we have undertaken the 
elimination of the sources of supply 
for the organized liquor traffic, and the 
prosecution of the men who have 
organized and are conducting this 
traffic. These sources of supply are: 


85 


smuggling, the diversion of industrial 
alcohol, the illegal manufacture of real 
beer in old time breweries, the diversion 
of medicinal spirits, the diversion of 
sacramental wines, and illicit manu- 
facture in wild-cat distilleries and 
breweries. 

Thanks to our executive agreement 
with the British Government, and to 
the negotiation of treaties with our 
immediate neighbors, marked progress 
has already been made against smug- 
gling, and we are now confidently 
looking forward to the day when the 
smuggling of liquor in quantity will be 
completely done away with. 

Thanks to the special appropriation 
of funds by Congress in June of this 
year, we have been able to organize 
special forces which are engaged in 
cleaning up the industrial alcohol field, 
steadily eliminating, one by one, the 
permittees who have engaged in 
illegitimately diverting alcohol to 
beverage uses. Great progress has 
been made already, and it is but a 
matter of time when all these permits 
will have been revoked, and this 
source of supply of alcohol eliminated. 

Similarly for the supply of real beer, 
the same appropriation made possible 
the organization of a special force for 
this work, and with the aid of addi- 
tional legislation requiring permits for 
manufacture of cereal beverages, we 
believe that this source of supply will 
be gone next season. 

While much has been done by regula- 
tion to reduce the diversion of medici- 
nal spirits, the existing law which 
authorizes the owners of spirits to sell 
in an open competitive market to 
wholesale and retail druggists, and to 
other permittees, has proven an insur- 
mountable obstacle tocomplete control, 
and Congress will be asked at this 
session to pass remedial legislation 
which will make the control of medici- 
nal spirits absolute. 
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Great difficulty was found in the is- 
suance of sacramental wine, particu- 
larly to the Jewish faith, where lack 
of church organization and discipline 
made control almost impossible. This 
was a prolific source of supply. But a 
solution was finally arrived at, and the 
amounts of wine now issued for sacra- 
mental purposes are reduced to such an 
extent that diversion to illicit traffic 
has become negligible. 

There remains as a source of supply 
illicit manufacture in wild-cat dis- 
tilleries and breweries. As the other 
sources have been more and more con- 
trolled, the liquor traffic has turned 
more and more to this final source. 
Illicit distilling, whose product is known 
as “moonshine,” has always been prac- 
ticed in a small way; but this practice 
has developed under the prohibition 
Law, and become more or less nation- 
wide. When used as a source of supply 
in quantities sufficient to justify an 
organized traffic, this must remain the 
objective of the Federal forces, and will 
require special organization and close 
attention for its elimination. But 
where quantities are small, and for 
local use and distribution only, these 
violators must be definitely the objec- 
tive of local law enforcement agencies. 
We are approaching here the phase 
of law violation where the individ- 
ual citizen manufactures intoxicating 
beverages within his home for his 
own use. It is clear that this 
should never be the object of Fed- 
eral control. Under our present 
conceptions of the functioning of 
democratic government, this is clearly 
for the communities themselves as 
a matter affecting most intimately 
their community standards of living 
and ideals of social government and 
welfare. 

I must call your attention to one 
other phase of the government’s func- 
tion under the National Prohibition 


Act. We have to administer this law 
through our permit system wherever it 
touches business and professions which 
use alcohol or spirits in their legitimate 
undertakings. Alcohol plays a vital 
part in many important industries, and 
it is government’s function to encour. 
age legitimate industry. We have 
literally thousands of permittees more 
or less dependent upon the functioning 
of our Federal offices for the success of 
their business. Going back to the 
first of our two fundamental considera- 
tions determining policy and procedure, 
and regarding the consideration that 
the law must have popular approval 
in order that it may be successful, it is 
a definite part of our policy that we 
shall administer the law in a liberal, 
prompt and courteous manner, thus 
commending it to popular approval. 
Determined efforts are being made to 
bring our personnel to a high standard 
of character and personal conduct in 
office. All are enjoined to a scrupulous 
observance of law in both personal and 
official conduct. They are to be an 
object lesson in law observance and in 
respect for law. Wherever our func- 
tions touch legitimate business, our 
offices are enjoined by promptness of 
action and fairness of judgment to 
make legitimate business feel that 
government is working with them for 
their success. In determining ques- 
tions of general policy at headquarters, 
we are trying to impress the general 
public with the fairness and liberality 
of our judgments, to the end that 
existing resentments may be softened, 
and a better appreciation may be had 
of the law and its social and economic 
effects. 


In CONCLUSION 


To sum up, the Federal Administra- 
tion is assuming that the peoples of 
these United States intend to carry on 
faithfully under their present form of 
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government, and will willingly re- 
assume their duties and responsibilities 
as citizens under self-government; and 
the Administration is therefore actively 
working toward the day when the 
Federal Prohibition Unit will be a 
dignified efficient organization, engaged 
in the administration of the permissive 
features of the law to the satisfaction of 
the business public concerned, and in 
the execution of the enforcement fea- 
tures of the law by such close sur- 
veillance of the possible sources of 


supply and avenues of traffic as will 
prevent the movement of liquor in 
commercial quantities into any local 
jurisdiction; and engaged through co- 
operation in helping state, county, and 
municipal authorities, to make possible 
the success of their own expressed 
determination to live as social com- 
munities free from the presence of that 
traffic in liquor which they have de- 
nounced as a crime in their social 
existence. We can and will do our 
part. The people can do theirs. 


| 

law 
hich = 
hate 
and 
our- 
lave “a 
nore f 
s of bee 
the 
— 
‘hat 
val = 
we 
ral, | 
hus 
val. 
to 
in 
jous 
red! 
jim 
| 
of 
hat | aM 
for 4 
| 
lity 
hat 
mic 
Ta- 
of 
of 
| 


Social Aspects of Federal and State Control 


By Samuet McCune Linpsay, Ph.D., LL.D. 
Professor of Social Legislation in Columbia University 


HE inevitable conflicts which arise 

in two overlapping or intertwined 
jurisdictions in which quasi sovereign 
or independent powers of government 
are exercised, may be considered in 
respect of the economic factor, or the 
legal factor, or the social factor in- 
volved. It is probable that no one of 
these factors can be completely isolated 
and considered apart from the others, 
but we may at least attempt in the 
present discussion to emphasize the 
social factor in order to understand 
better the complex problem of juris- 
dictional conflict which is economic, 
legal and social. 


ImPporTANCE OF Economic Factor 


The economic factor is concerned 
chiefly with the extension of uniformity 
of standards applicable over the widest 
possible area of governmental activity. 
The legal factor has to do with the 
maintenance of the integrity of the 
separate jurisdictions and of that deli- 
cate and necessary balance or equi- 
librium implied in the constitutional 
arrangements designed to secure a 
maximum of equality and liberty to 
both. The social factor, however, 
comprises those forces and processes 
which express and formulate standards 
of conduct and institutional practices 
consistent with the type of social or- 
ganization found in the separate ju- 
risdictions. 

A stable and efficient government 
depends on a clearly defined, well un- 
derstood and generally accepted dis- 
tribution of powers between its com- 
ponent parts. This is particularly 
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true of a federal-state type of govern. 
ment, such as we have in the United 
States where the citizens owe allegiance 
to a dual sovereignty. It is still more 
true in a dynamic era of rapid social 
and economic change in environmental 
adjustments. 

Three general propositions concern- 
ing Federal and state jurisdiction in 
our American system receive practi- 
cally unanimous assent. Indeed in 


present-day discussion they are usually 


considered axiomatic. They are: 

First, the power to regulate or con- 
trol must be coextensive with the 
thing to be regulated, that is with 
the problem that furnishes the 
subject-matter of control. 

Second, the final say, or the ultimate 
power that determines decisions 


of policy, whether expressed in | 


legislation or in administrative 
action, should reside in the people 
nearest to the persons directly 
affected in the exercise of control, 
that is in the smallest units of 
political organization, consistent 
with the ability to ascertain and 
execute the popular will. 

Third, in order to secure economy of 
administration and to avoid fric- 
tion and unnecessary conflict of 
jurisdiction, there should be a 
minimum of overlapping of juris- 
diction and no twilight zone in 
which no authority is competent 
to act, and forces subversive of 
either jurisdiction may operate to 
weaken or paralyze the efficiency 
of the power or authority in either 
or both jurisdictions. 
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Sociat Aspects or AND State 


Admitting the validity of these 
general propositions, and granting for 
the sake of argument that the facts of 
our constitutional history to date show 
that our state courts of last resort and 
the Supreme Court of the United States 
have consistently approved a course of 
permissible governmental action which 
fairly well harmonizes with these 
generalizations, we are still confronted 
with many unsolved problems in the 
ancient and ever more pressing task of 
making democratic government effi- 
cient. How can the collective intelli- 

ce and resources of the community 
be mobilized and brought to bear upon 
the task so that the social aims and the 
highest social standards of an undis- 
puted majority of the people can be 
realized? That is merely another way 
of stating the social factor in the con- 
flict of Federal and state jurisdiction. 

It may be well to emphasize a fact 
that is often overlooked that it is the 
majority standards and their effective 
realization which constitute the real 
social problem. The protection of 
minorities in their clearly defined con- 
stitutional rights when exercised so as 
not to be subversive of the will of the 
majority is quite another problem, 
more of a legal nature than social. 
The abuse of minority rights and the 
tyranny of minority rule constitute a 
still different problem having its roots 
in defective social organization. There 
are, of course, standards of minorities, 
and sectional standards in process of 
an educational evolution which may 
emerge as the majority standards of 
tomorrow. That is another problem 

entirely. Educational forces can well 
take care of that, though it may be 
necessary to invoke the compelling 
force of legal sanction and governmen- 
tal support in order to protect minori- 
ties in the rightful use of educational 
methods to those ends. 

The most striking illustrations of the 


role the social factor plays in jurisdic- 
tional disputes will be found in the do- 
main of labor legislation. In the long 
and hard fought battles to regulate the 
length of the working day, the econom- 
ic factor finds its solution in approxi- 
mate uniformity of standards secured 
by various means in competing states 
and in reciprocal arrangements between 
state regulation in employments that 
may be largely interstate in character, 
and Federal regulation in interstate 
commerce subject to exclusive Federal 
control. Thus, after the eight-hour 
day had become the rule rather than 
the exception in the basic industries of 
the country, secured by Federal and 
state legislation for governmental em- 
ployments, by state legislation for 
many employments, and partly by 
trade union agreements in private em- 
ployments, the Adamson law, a Feder- 
al enactment, made the eight-hour day 
the basic day in railroad employment, 
subject to necessary exceptions due to 
the peculiar requirements of that in- 
dustry, and thus brought the Federal 
jurisdiction into harmony with the 
conflicting state jurisdiction for other 
industries. 

The twelve-hour day in continuous 
industries has been practically abol- 
ished by a gentlemen’s agreement in 
the iron and steel industry, adopted 
recently by almost unanimous consent 
of the chief establishments involved, 
which were so highly organized and 
centralized that they were able to 
control the action of a large part of the 
industries affected and the rest had to 
follow suit. That was done through 
co-operative action and without legisla- 
tion. It has not yet been confirmed 
or extended by legislation. Neither is 
the result secure and permanent until 
it is embodied in protective legislation 
making it part of a definite social 
policy. This particular agreement or 
public understanding is perhaps better 
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enforced than most of our social legisla- 
tion. The social factor, however, is 
not fully met by an arrangement that 
merely demonstrates the economic 
truth that a shorter than a twelve-hour 
day will not put continuous industries 
out of business. The question whether 
workers, who must devote twelve hours 
to earning their living with the added 
time incidentally consumed in working 
a twelve-hour day, have sufficient 
time left to meet the requirements of 
citizenship, of family and community 
responsibilities in accordance with the 
minimum standards of an American 
democracy, is a social question. No 
conflict in jurisdictional control, whether 
governmental or industrial, should be 
tolerated that will prevent the execu- 
tion of the deliberate verdict or decision 
solemnly arrived at in that matter. 

The slowness with which we apply 
the collective powers of government in 
the solution of such questions is due 
not so much to our traditional indi- 
vidualism as to the ineptitude of govern- 
ment itself and that in turn is due in 
large measure to jurisdictional conflicts. 
Mr. J. M. Keynes, the well-known 
author of The Economic Consequences of 
the Peace, The Economic Consequences 
of Mr. Churchill, and the economic 
consequences of many other things, has 
pointed out in a recent brilliant essay 
on “The End of Laissez-faire”’ that the 
paralyzing influence of laissez-faire on 
economics and more particularly on 
legislation in the 19th century and down 
to the World War must be attributed in 
large part to the mistakes, the failures 
and the incapacity of governments to 
deal with the social factors in public 
affairs. That is true of the United 
States as well as of England and here 
it is accentuated by the conflicts of 
Federal and state jurisdiction which so 
often have hamstrung both authorities. 

It is high time we faced the facts. 
We must cease to rely on legal patch- 


work and changes in the mechanics of 
governmental organization if we hope 
to secure efficient execution of wel] 
considered and widely approved social 
aims. 


CO-OPERATION AND CONCURRENT 
POWER 


There are at least two bits of recent 
experience which throw light on the 
possibility of Federal and state co- 
operation. The first one is the matter 
of child labor prohibition and regula- 
tion. 

Lasor 


The first Federal child labor law, 
an act to regulate child labor in inter- 
state commerce, approved September 1, 
1916, to go into effect one year later, 
assumed that the Federal authority 
could, under its exclusive power over 
interstate commerce, do within the 
domain of the Federal jurisdiction all 
that was necessary to make uniform 


certain standards already adopted and | 


enforced under state legislation within 
the domain of state jurisdiction. The 


second Federal child labor tax law, 


enacted in 1918, assumed that the tax 


power of the Federal authority would | 
accomplish the same purposes when | 
the Supreme Court decided that the 


commerce clause of the Constitution 
did not give the grant of power assumed 
in the first child labor act. But the 
Supreme Court held that the taxing 
power likewise was inadequate for 
these purposes and indicated that an 
amendment to the Constitution giving 
a direct grant of power wouid be the 
best way to secure the co-operation of 
Federal and state governments in this 
kind of control. Congress replied by 
submitting in June 1924 the 20th 
Amendment not in the form of an 
exclusive grant of power to the Federal 
Government but on the basis of con- 
current power; but to date this amend- 
ment has been ratified by only four 
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states. The significant lesson of this 
experience is not the present fate or 
future prospects of the Child Labor 
Amendment, but rather what we may 
learn from what happened during the 
brief periods when these two laws were 
in full effect before they were held 
invalid by the Supreme Court. 

The record of co-operation and 
avoidance of conflict is a remarkable 
one already made public in a recent 
publication (Bu. Pub. #78) of the Chil- 
dren’s Bureau in the United States 
Department of Labor, which was the 
Federal agency charged with enforce- 
ment of the first act and co-operating 
with the Bureau of Internal Revenue 
of the United States Treasury Depart- 
ment in that of the second. 

During the time when those two acts 
were in force, we had precisely a simi- 
lar situation with respect to the admin- 
istration to that we would have had if 
there had been a constitutional amend- 
ment like the Prohibition Amendment, 
or if the grant of power had been ex- 
plicit in the Constitution. What hap- 
pened? The forty-eight state jurisdic- 
tions, nearly all of which had dealt 
with this subject for a long time, devel- 
oping standards that approached the 
minimum standards of the Federal 
law in some cases, exceeded them in 
many cases, and fell below them in 
only a few, rapidly adjusted their laws 
and their administration to those mini- 
mum uniform simple fundamental 
standards which were necessary in 
their several jurisdictions to the exer- 
cise of power to be co-extensive with 
the problem to be handled, which was 
almost nation-wide. In the course of 
the enforcement of those essential fun- 
damental standards, a few simple 
things, not the details of child labor 
regulation that would appeal to the 
most enlightened communities as nec- 
essary to protect their working chil- 
dren, nor those that would appeal per- 


haps to people in many communities, 
as proven by the various standards 
enacted and enforced in other communi- 
ties, were done by the Federal Gov- 
ernment which greatly strengthened 
and enlarged the local standards. 

In the administration of the first 
Federal child labor law there was no 
serious difficulty, friction or conflict 
between the Federal Government and 
the states. There was on the contrary 
a fair distribution of duties. The 
two jurisdictions worked together. 
There was a principle of co-operation, 
which we may well borrow from pri- 
vate industry and apply to govern- 
mental tasks. 


PROHIBITION AMENDMENT 


The second bit of experience is that 
with national prohibition, which we 
need scarcely more than mention after 
the very interesting exposition of its 
history and present plans of its admin- 
istration by General Andrews.' Here 
we have concurrent power specifically 
provided for and the Supreme Court 
has interpreted it to mean clear cut 
definite power for each jurisdiction in 
its own sphere to deal with the same 
thing at the same time or at different 
times and to the same extent as the 
other, without any bugaboo of double 
jeopardy either, for the citizen is sim- 
ply made answerable for his conduct 
to both sovereignties to which he owes 
allegiance by virtue of his dual citi- 
zenship. The meaning of concurrent 
power, as judicially construed in the 
leading national prohibition cases de- 
cided June 7, 1920,’ and its possibilities 
for usefulness in the solution of the so- 
cial factor in the conflict of Federal and 
state jurisdiction, as reaffirmed and 
amplified in the Vigliotti* and Lanza ¢ 


1 See page 77. 

? Rhode Island v. Palmer 258 U. S. 350. 
3258 U. S. 4038, decided Apr. 10, 1922. 
4260 U. S. $77, decided Dec. 11, 1922. 
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eases and in the still more recent Dora 
Herbert case, decided in November 
1926, merits serious consideration and 
research on the part of the student of 
political science who seeks a solution 
of the problem of jurisdictional conflict. 

The Prohibition Amendment pro- 
vides for its enforcement and the en- 
forcement of the laws pursuant thereto, 
on the theory of co-operation by the 
Federal and state governments by the 
second section of the Amendment 
which says: “The Congress and the 
several States shall have concurrent 
power to enforce this article by appro- 
priate legislation.” The Supreme 
Court has held that this provision of the 
Amendment is within the amending 
power, is a part of the Constitution and 
‘must be respected and given effect the 
same as other provisions of that instru- 
ment,” and that it is “operative 
throughout the entire territorial limits 
of the United States” and “‘of its own 
force invalidates every legislative act, 
whether by Congress, by a state legis- 
lature, or by a territorial assembly, 
which authorizes or sanctions what 
the section forbids.” 


“CONCURRENT POWER” 


The Court has also held that “con- 
current power” does not enable Con- 
gress or the several states to defeat or 
thwart prohibition, but only to enforce 
it by appropriate legislation, and that 
it does not mean joint power, or require 
that legislation thereunder by Con- 
gress to be effective shall be approved 
or sanctioned by the several states or 
any of them; neither that the power 
to enforce is divided between Congress 
and the several states along the lines 
which separate or distinguish foreign 
and interstate commerce from intra- 
state affairs. The power granted to 
Congress in this section of the Amend- 
ment, while not exclusive, is territorially 
co-extensive with the prohibition of the 


first section and is in no wise dependent 
on or affected by any action or inaction 
on the part of the several states or any 
ofthem. Likewise the words “concyp. 
rent power” were construed in the 
Lanza and other cases to protect the 


states in the exercise of all the power | 


they possessed previously or subse. 
quently not inconsistent with the 
Amendment and without depending 
in any way on the act of Congress or 
the exercise of Federal power within 
their territory. Says the Court in the 
Lanza case: 


We have here two sovereignties, deriving 
power from different sources, capable of 
dealing with the same subject-matter 
within the same territory. Each may, 
without interference by the other, enact 
laws to secure prohibition, with the limits. 
tion that no legislation can give validity 
to acts prohibited by the Amendment 
Each government, in determining what 
shall be an offense against its peace and 
dignity, is exercising its own sovereignty, 
not that of the other. It follows that an 
act denounced as a crime by both national 
and state sovereignties is an offense against 
the peace and dignity of both, and may be 
punished by each. ... This view of the 
Fifth Amendment (containing guarantee 
against Double Jeopardy provision) is 
supported by a long line of decisions by 
this Court. 


Space will not permit here a discus 


~ 


sion of the double jeopardy problem, | 


which is not a serious one in the enforee- 
ment of social legislation nor likely to 
defeat the real purpose of the constitu- 
tional guarantee, which was to protect 
the citizen from judicial or executive 
tyranny. Indeed, while double jeop- 
ardy is of course repugnant to the 
spirit of our laws and institutions, 
something akin to it may operate to 


make social legislation more binding | 


and enforceable and thereby contribute 
to give law-abiding citizens the benefits 
of laws which they have enacted for 
their welfare, which is an equally 
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, substantial and valuable guar- 
antee to that of not being “subject for 
the same offense to be twice put in 
jeopardy of life or limb.” 

Concurrent power opens vistas of 
possibilities for the realization of the 
three general and quasi axiomatic prop- 
ositions concerning Federal and state 
jurisdiction in our American system of 
public polity with which we began this 
discussion. The late President Har- 
ding, in his celebrated Denver speech of 
June 25, 1922, on law enforcement, 
sensed this solution of jurisdictional 
conflicts and of the social problems in- 
volved. He said: 


The problem of concurrent jurisdiction is 
not a new one brought to us with the 
Eighteenth Amendment. It is as old as 
the Federal Government. It has required 
to be dealt with by Congress and legisla- 
tures, by executives and courts, in a multi- 
tude of relations to commerce, finance, 
transportation, and indeed the whole realm 
of concerns in our complex society. It 
has demanded our attention in all the multi- 
tude of issues ranging from the regulation of 
trusts and transportation, and even of 
certain relations with foreign governments, 
to the proposal for a uniform statute of 
marriage and divorce. 

There have always been those who 
insisted that particular policies could not 
be carried out. because of the conflict of 
jurisdiction; but experience has proved that 


_ whenever a given issue became so acute 


that evasion was impossible, procedures 
have been devised for dealing with it. 
Whoever will go back to the debates over 
the enactment of the anti-trust law, or the 
discussion of the interstate commerce 
measures, must recognize that these were 
but varying phases of the same general 
question that comes before us in connection 
with the enforcement of the prohibition law. 


It would seem that the theory and 
principle of concurrent power might be 
worked out so as to make jurisdictional 
conflicts less of a territorial matter and 
thus reduce their number and difficul- 
ties to matters which could be settled 


more on their merits and less on techni- 
calities of law. 

If jurisdiction can be clearly defined 
there is ample precedent for the asser- 
tion that governments have adequate 
power to be efficient in the exercise of 
their constitutional powers. The Fed- 
eral jurisdiction finds this ample au- 
thority in the special grant to Congress 
in the Constitution (Sec. 8 p. 18) 


to make all laws which shall be necessary 
and proper for carrying into execution the 
foregoing powers and all other powers 
vested by this Constitution in the Govern- 
ment of the United States, or in any depart- 
ment or officer thereof. 


As for the states the decisions of the 
courts of last resort and of the United 
States Supreme Court in making effec- 
tive the system of workmen’s compen- 
sation for industrial accidents furnishes 
the most striking illustration of how 
constitutional limitations may be 
broadly construed to meet new condi- 
tions in a revolutionary change in 
social policy where jurisdictional pow- 
ers are clearly defined. 

The Supreme Court of the United 
States, in three ruling cases, handed 
down in 1917, nearly ten years ago, 
and arising in three separate states of 
New York, Iowa and Washington, 
presenting different constitutional ques- 
tion, ° established the validity of com- 
pulsory Workmen’s Compensation laws 
under the police power of the states. 
There were a great many questions, 
doubts and conflicts that various state 
courts had judged somewhat differently, 
and decided somewhat differently which 
the Supreme Court finally cleared up, 
and the interesting and significant 
thing to the political scientist and 
sociologist, in those decisions, is the 


5N. Y. Central Railroad Co. v. White, 243 
U. S. 188; Hawkins v. Bleakly (Iowa), 243 U. S. 
210; Mountain Lumber Co. v. Washington, 243 
U. S. 2138. 
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clear enunciation of the principle that, 
where the power is clearly defined as 
being derived from the police power of 
the state or vested by the state or 
Federal constitutions, the necessary 
powers to carry that out efficiently go 
with the vested or derived powers. In 
other words, the Court brushed aside 
a great many questions that had caused 
difficulty in the state courts, on the dis- 
tinct theory, clearly laid down, that the 
right of a state legislature to enact a 
compulsory compensation law under 
the police power of the state carried 
with it necessarily the right to do those 
reasonable things that will enable the 
state to enforce such alaw. Those de- 
cisions are worth examining. We will 
find in them a good deal that is signif- 
icant for the new experiments in our 
constitutional history with concurrent 
power which will determine jurisdic- 
tion,—experiments destined to become 
more and more necessary and inevitable 
as time goes on with the increasing 
complexity of social and industrial life. 

Our past history, if carefully scru- 
tinized, will allay most of the fears of 


Federal overlordship. We shall fing 
that our constitutional history does 
not justify the fears that have caused 
so many people to hesitate in making 
political decisions that would solye 
some of our problems of conilicting 
jurisdiction. 

State and local legislatures as policy 
forming and determining organs # 
government are not doomed to extine. 
tion, but are destined to play a larger 
and more important réle in a social 
policy that makes possible and guar 
antees minimum uniform standards on 
a national or even international scale, 
commensurate with the problems to 
which they apply, and at the same time 
makes possible and guarantees no les 
positively the initiation and develop. 
ment of policies built on those mini } 
mum standards, but enlarging and 
applying them within narrower limits. 


More important still is the need fora 
social policy that provides the fullest 
possible co-operation in both Federal | 
and state jurisdictions in the technique 

of administration and in securing | 
efficiency in the enforcement of law. 
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The Controversial Subject of Federal Control in 
Education 


By Dr. Franx PrerREPONT GRAVES 
President of the University of the State of New York and State Commissioner of Education. 


N we started on our career 

as a nation, there was no provi- 

sion made for a Federal department 
of education, and we are for the first 
time in our history seriously urging 
that one shall be created. When advo- 
cating this proposition, we should not 
be misled by certain utopian remarks 
made by various Fathers of the Con- 
stitution—Washington, Jefferson or 
Madison—into maintaining that they 
wished to have such a branch of govern- 


_ ment immediately established. They 


never visualized any such thing as a 
reality. Their statements represented 
one of the many ideals that they 
vaguely hoped some time in the future 


| might be materialized, and to quote 


their visions as a patriotic argument 


| in favor of the present concrete project, 


as has been done by some enthusiasts, 
is both idle and absurd. On the other 
hand, it is quite as far-fetched to point 
to the tenth article of the Constitution, 
wherein it is stated that all powers not 


’ expressly granted to the Federal Gov- 


ernment are to be reserved by the 
states, as evidence that the Fathers were 
opposed to a national department of ed- 
ucation. Either of these arguments 
involves the “‘historian’s fallacy,” and 
reads back present day thought and 
conditions into an older period. 


From To Facts 
As a matter of fact, the founders 


of the Constitution gave no serious 


thought to education. Indeed it was 
not until about the time of the Civil 
War that we were generally able to 
have education unified even under 
state control. It was a generation 


later than that in the South, and some 
of us at the head of state systems are 
somewhat skeptical as to educations 
being even yet as fully centralized in 
the states as would be for their best 
interests. Certainly we shall make 
little progress one way or the other by 
quoting historic statements as prece- 
dents. Whether we are to have a 
Federal department or not will have to 
be determined by a presentation of our 
existing facilities and needs. 

We did, indeed, make a slight gesture 
toward federalization in 1867, when, 
through the influence of General Gar- 
field and others, we established what 
was for a year or so known as a de- 
partment of education. But we soon 
repented of our rashness and reduced 
the so-called department to an innoc- 
uous bureau, which it has remained 
ever since. It is quite innocent of all 
real powers, with a commissioner of 
education at the head who receives one- 
third the salary of a state functionary, 
and it is limited largely to the collection 
of statistics and to reporting and dis- 
seminating its findings. 

It was not until 1918 that we began 
to have visions of anything larger. In 
that year, as a result of revelations 
from the draft, we found some most 
unhappy shortcomings in our educa- 
tional system, which forced us to pause 
in our complacency and take thought. 
The National Education Association, 
keenly awake to the situation, then 
appointed a committee, which, with 
the aid of other educators of experience 
and training, soon presented a report. 
This led to the formulation of a bill for 
the creation of a Federal Department 
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of Education, headed by a secretary in 
the President’s Cabinet, and for a 
vigorous attack upon the abuses that 
had been found to exist in education 
throughout the country. 

The work of this N. E. A. committee 
and the resulting bill may be regarded 
as a most expeditious and creditable 
performance, but they did not begin to 
possess the accuracy—not to say 
omniscience and infallibility—to which 
the authors seemed to lay claim. That 
is shown by the number of times the 
proposed legislation has had to be 
changed. Starting in 1919 as the 
Smith-Towner Bill, it became succes- 
sively the Towner-Sterling, the Ster- 
ling-Reed, and the Reed-Curtis bills, 
until the creators would hardly recog- 
nize their child, and no one knows what 
it will look like at the coming session of 
Congress. In all legislation, concessions 
must be made, of course, but if the 
sponsors of the proposal had been a 
little less confident and more willing to 
conciliate, upon two occasions at least 
the bill might have been enacted and 
received executive approval. 


Purpose OF THE BILL 


The bill in its various forms, how- 
ever, as we have seen, has always had 
two chief ends in view. One purpose 
was to remove the defects revealed by 
the war, such as illiteracy, inadequate 
teacher training, and neglect of physical 
education. This improvement it was 
proposed to accomplish by means of 
apportioning additional Federal funds, 
aggregating one hundred million dol- 
lars, to the various states according to 
their needs. Naturally the proposal 
was not received with any great en- 
thusiasm by the wealthier states, which 
had already found from bitter ex- 
perience with previous Federal sub- 
sidies that it meant paying out five or 
six dollars for every one they received 
back, and they insisted that all states 


could perfectly well meet the n 
school expenditures if they but had the 
will to do so. This the proponents of 
the bill have made it their business ty 
refute by showing that educational out. 
lays in the various states correlat, 
fairly well with their actual wealth. 

A more serious objection made by 
the opponents is that the distribution of 
funds by the Federal Government js 
sure to lead to interference with the 
systems of the several states and to the 
establishment of an educational by. 
reaucracy. The advocates, however, 
claim that nothing could be furthe 
from the intention of the bill, whid 
limits the prerogatives of the national 
department to an annual audit. 

The other main object of the bill isto 
cure a serious looseness in the national 
administration of educational interests, | 
Through the lack of a centralial| 
agency, the government has distributed | 
the functions of education among about 
forty departments, divisions, bureaus, 
commissions and boards, with over | 
lapping and conflicting powers, and it | 
would seem to be high time that some | 
unity in purpose was established for | 
education. This has led to an & 
pression of fear on the part of certain 
opponents—President Butler in partic- 
ular—lest our national government be , 
completely changed and the functions 
of education be absorbed and domi , 
nated by a remote body in Washington, 
while the people in the various states 
are absorbed in matters at home. The 
obvious answer, which will probably be 
made to this argument, is that trans 
portation and communication have 
been so expanded and facilitated that 
San Francisco is actually nearer to 


Washington today than Philadelphia 


was at the time that the Constitution 
was created, and that there is littl 
ground for the assumption that goverm- 
mental functions will be carried on in& 
pocket without knowledge of the people. 
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ents of Wanted: An Active Coérdinated Government 


lan Bureau of Education 

late By Dr. Samuet P. Capen 

o, Chancellor, The University of Buffalo 

de by 

tion of HE issue of a Federal Department Congress. The confusion, I think, is 


rent is of Education is for the moment 
th the largely academic rather than political, 
tothe} i seems to me, but I am persuaded, 
al bu} nevertheless, that more individuals in 
wever, | the United States are interested in this 
urther } issue than in any other issue now before 
which us as a nation except prohibition. The 
tional | individuals who are interested are not 
aa so vociferous as certain other groups 
llisto| and they have not learned how to make 
‘tional } themselves politically as effective as 
erests. some others, but their aggregate num- 
‘alized | ber is enormous. It runs into the 
ibuted | millions. 
about There have been before Congress in 
reals, | the last eight years a number of bills, 
over | beside the famous Smith-Towner Bill 
and it| and its successors, bearing on the 
Some | question of the extension of Federal 
od fot} influence in education or on the im- 
n | provement of the Federal Govern- 
ertait | ment’s operations in this field. I do 
artic: | not remember just how many there 
mt be; have been, but they must number more 
ctioms | than a score. Of course the major 
domi-, ones have been proposed by the edu- 
igton, | cational forces. A good many others 
states. have been proposed by members of 
Congress to pacify or to forestall the 
blybe educators. I suppose more legislation 
trams §—_ has been suggested on this subject than 
have | on any other important subject in the 
| that same period of time. As I have studied 
er t© the reports of the hearings on these 
‘Iphia | measures and read the periodical litera- 
ution ture dealing with the question, there 
little, has kept coming to me with renewed 
vert: force the impression that much con- 
nin’ fusion of mind exists both among edu- 
ople. cational people and among members of 


both as to the appropriate function of 
the United States Government in such 
a field as education and also as to the 
possible effects of measures that have 


been proposed. 
Tae Function or GOVERNMENT 


We have derived certain principles 
of governmental action during our 
experience of one hundred and thirty 
odd years. I think the principles that 
I am about to try to enunciate are 
more the result of accident than of 
anybody’s design. But however they 
may have originated, they are at least 
plain. The Federal Government is 
engaged in two essentially different 
types of activity. The first type—and 
the one we most commonly think of 
when we think of the government of 
the United States—is represented by 
the set of activities that are necessary 
for the organization and protection of 
the United States as a national entity. 
Such things, for example, as raising 
revenues, conducting foreign relations, 
providing for communications through- 
out the country, administering justice 
and providing for national defense. 
In the prosecution of all of these ac- 
tivities the government must exercise 
mandatory powers. It always has 
exercised them. It cannot exist unless 
it does. If necessary it must back up 
its decisions in these fields with all the 
physical force of the nation. These 
activities are coeval with the life of the 
nation and they are represented in the 
structure of the government today by 
the older group of departments— 
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Treasury, State, War, Navy, Post interest to improve their processe| them 


Office, etc. 

However, as the nation grew and its 
life became more complicated, and as 
modern inventive genius brought new 
devices to civilization, the Federal 
Government was forced by the pressure 
of its citizens to concern itself with 
another set of activities entirely differ- 
ent. This set had nothing whatever 
to do with the organization and pro- 
tection of the United States as a na- 
tion. It is the group of activities 
which roughly might be classified as 
productive or creative. In dealing 
with these the government has evolved 
—and I think largely by accident—a 
quite different technique. 

The activities that I have tried to 
classify as creative are such activities 
as agriculture, commerce, labor, health, 
social welfare, science, education. 
Some of these already are represented 
in our administrative machinery by 
separate executive departments. But 
how have those departments on the 
whole proceeded? Their job has been 
very different from the task of the 
older departments. It has consisted 
largely of promotion, of stimulation 
with either no control at all of the 
interests concerned or with very little 
control. Or stated in other terms, the 
function of the government has been 
primarily to furnish facts and informa- 
tion, to solve problems, and to co- 
ordinate the work of many individuals 
and groups within the states through 
outstanding national leadership. Think 
back in your minds over the history 
of the Department of Agriculture, or 
the Department of Labor. The De- 
partment of Agriculture originally had 
no mandatory powers. It was an 
information office, the business of 
which was to inform the agricultural 
interests of the country, to solve some 
of its scientific problems, to persuade 
the individual members of that great 


The same was certainly true in the time: 
beginning of the Department of Labor, | state 
The Labor Office was an office for the! prise 
ascertaining of facts, the solution gf! oe 
problems, and it had no administratiye| been 
jurisdiction. sevel 
I said a moment ago that it may  educ 
have been largely accident that the! estal 
departments dealing with the creatiye| to ev 
activities of the nation had no power) of E 
in the beginning. At any rate, it} sixty 
seems not to have been clear to Con.! tion 
gress that they should never haye| to d 
any powers, because of late years there| stud 
has grown up a tendency to give to} situ: 
the Department of Agriculture, to the| able 
Department of Labor and to the De 
partment of Commerce, laws to en ade 
force, subsidies to distribute and regu- ther 
lations to carry out. In my ow int 
private judgment the helpfulness and _ very 
influence of those governmental organi- dist 
zations has been weakened every time Lev 
any one of them has been endowed stat 
with a new set of powers. Now if you the 
agree with me that there is this dis-} whi 
tinction in the activities of the govern-| Fur 
ment, and that the technique of the 7 
government should and ought to be | 
essentially different in prosecuting | Smi 
these two types of activities, then it | inv 
is patent that if Federal influence in pov 
education is extended, as many people _ the: 
wish to see it extended, there must be the 
very clear recognition of the limita )} 
tions on the government’s proper tho 
sphere of action in this field. tha 


I 
PRESENT GOVERNMENT ACTIVITIES pro 


We have been told that the Federal to! 
Government does various things in the of s 
field of education. I do not know just _ the 
how many Federal offices at the mo- sat 
ment deal with education. When 4 ani 
was connected with the Government 
some six or seven years ago there were not 
about forty different Federal offices the 
with educational functions, most of me 
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‘Ocesses | them making some kind of appeal at 
in the times to the educational systems of the 
Labor, states. The majority of these enter- 
for the | prises were rather inconspicuous and I 
ition of know that some of them have since 
stratiye| been abolished. But we still have 
_ several different important centers of 
it may educational work in the government 
1at the| establishment. The one that comes 
‘reatiye| to everybody’s mind first is the Bureau 
powers| of Education, which was created some 
ate, it! sixty years ago and the principal func- 
0 Con-| tion of which is to collect information, 
- have} to disseminate it, and to make such 
's there} studies of educational problems and 
zive to| situations in the United States as it is 
able to make. It is a small office in 
the Department of Interior, very in- 
to en- adequately equipped foritstask. Then 
1 regu. there is the States Relations Service 
y own in the Department of Agriculture, a 
ss and very large and potent office, which 
organi- distributes subsidies under the Smith- 
y time Lever Act, directs the experiment 
dowed stations and is in general in charge of 
if you the agricultural educational efforts in 
is dis-} which the government interests itself. 
overn-| Further, there is the Federal Board 
of the | for Vocational Education, which dis- 
to be| tributes more subsidies under the 
cuting | Smith-Hughes Act and makes more 
hen it | investigations. It has a good deal of 
ice in! power. I might mention others, but 
veople these are the most conspicuous and 
ist be they will serve by way of illustration. 
imita- § Now is the service that we get from 
oper those several agencies sufficient and is 
that sort of organization satisfactory? 
I think the answer of the educational 
profession has been emphatically “No” 
deral to both of these questions. That kind 
nthe of service is not sufficient and certainly 
y just the organization is very far from 
}mo- satisfactory. The profession is not 
en I| animated by a fanatical desire to 
ment | federalize everything. Its leaders are 
were not mere Utopians who think that if 
ffices they can get money out of the govern- 
st of ment they can overnight improve the 
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educational enterprise of the country. 
They are dissatisfied because the thing 
the government has already set out to 
do is done so badly and inadequately. 


Wauat Is WANTED FROM THE 
GOVERNMENT 


I think it is fair to say that the 
profession—all of the profession and a 
good share of the lay public as well— 
now want from the Federal Govern- 
ment three things that are certainly 
not provided. The first thing they 
want is coirdination of the govern- 
ment’s own effort in this field. They 
want to have these several offices at 
least on speaking terms with one an- 
other and at the moment they have 
absolutely no relation to one another. 
No one of them knows what the other 
isdoing. They carry on their activities 
as if they were in different countries 
and often the suggestions and instruc- 
tions emanating from them are mu- 
tually conflicting. If the government 
is going to spend a good many millions 
of dollars a year on education, as it 
now does, then the profession and the 
understanding lay public want to see 
the governmental enterprise better 
organized. We want some scheme of 
consolidation. 

The second thing we want is pro- 
vision for carrying on large scale in- 
vestigations of educational questions. 
In the end, all our principal educational 
problems become national problems. 
There is a constant reference upward 
out of the sphere of local inquiry until 
the great questions have to be stud- 
ied nationally. We have no facilities 
whatever at the moment that are 
commonly within reach of the members 
of the public or of the profession for 
getting our great problems studied. 
What do we do now if we have an 
important question that we wish to 
have investigated, a question that 
affects the country asa whole? We go 
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to the educational foundations and 
beg for a subsidy. Practically all of 
the important educational problems 
of the last ten years that have been 
studied nationally have been studied 
under grants from the Carnegie Cor- 
poration, or the General Educational 
Board, or the Commonwealth Fund, 
or some other educational foundation. 
These studies are all very expensive. 
Their cost is likely to run from $50,000 
to $200,000. They require an expert 
personnel which has to be assembled 
for the purpose. It is a tremendous 
piece of work for the profession to get 
one of these national investigations 
launched and get it completed. In 
view of these difficulties and of the 
importance of such studies, we desire 
an agency to which the profession can 
turn, that the profession in a sense 
owns, to perform these great national 
tasks as they present themselves. 

Let me cite a few examples of the 
kind of studies I have in mind. Im- 
mediately after the war with thechange 
in the purchasing power of the dollar, 
probably the most pressing problem 
for schools was the financial problem. 
What should we do about it; on what 
level must the schools be supported in 
order to live, with this wholly different 
economic base? Finally the American 
Council on Education got $200,000 
from four different foundations and 
set a commission to work on that task 
and the Educational Finance Inquiry 


_was made. There was a good deal 


more delay than there should have 
been and the auspices, although as 
suitable and effective as any, were 
certainly no better than would have 
been a proper government agency. 
Again, every time the N.E.A. comes 
together it discusses the curriculum. 
The curriculum question is a national 
question. We have no means either 


of investigating it nationally or of 
ingi together and distributing 
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nationally the results of local inyes. 
tigations. 

The third thing that I think bot) 
the educational group and the lay 
public desire from the Federal Govern. 
ment is leadership. That is a little 
more difficult to define. As we knoy, 
leadership is where you find it. } 
resides in human beings and not jp 
bureaus or institutions. But when, 


great national study is made only half 
the task is done. It has to be intep. ' 
preted. It has to be made to tell o | 
else its influence is certainly cut jp 
half. What some of us would like tp 
have connected with the government 
in the field of education is a kind of 
personal leadership which will make | 
as effective as possible the scientific | 
investigations which the government | 
carries on. Occasionally we have se 
cured such leadership in the United 
States Bureau of Education. Leaving 
recent history wholly out of account 
and simply citing the past, such leader. 
ship was there when William T. Harris | 
was Commissioner of Education. What / 
some of us would like, then, is to have | 
a national agency set up that would 
appeal to a William T. Harris, if we | 
could find another one, as a worth | 
while post from which to exercise his | 
great talent. 
Now, can these things be secured | 
without a dangerous extension o 
Federal authority in this field, without | 
real Federal control? I think they 
can. I think that if the earnest 
promoters of the Smith-Towner Bil | 
and some of its successors had shown 
a little more sweet reasonableness at | 
different times, we should have had 
these things already, because the ob- 
jection to the Smith-Towner Bill and 
the Towner-Sterling Bill and the others, | 
was that those measures carried with | 
them inevitable control through the 
large subsidy features. One may dog 
matize about this as much as he likes, 
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put it is the history of the government 
that, if continuing subsidies are dealt 
out, the office that deals them out also 


has coercive power. 
Hopervt SIGNs 


There have been several propositions 
before the Congress that would give us 
what we desire without the dangers of 
control. For instance, a consolida- 
tion inside of some existing department 
of at least two of the existing education 
offices, namely, the Bureau of Educa- 
tion and the Federal Board of Voca- 
tional Education, and the setting up 
of machinery for working relationships 
between the consolidated offices and 
all other offices of the government that 


deal with education would probably 


accomplish the ends the educational 
profession has in view. Such a pro- 
posal appeared a few years ago. It 
was known as the Dallinger Bill. It 
seemed to me to have very considerable 
merits. 

There is also another promising pos- 
sibility. The report of the Committee 
on Government Reorganization, filed 
two or three years ago, provided for 
a regrouping of services in the several 
departments and the creation of one 
new department by assembling differ- 
ent services that belong together and 
are now located in different government 
agencies. The new department was 
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to be called the Department of Edu- 
cation and Relief or Education and 
Welfare. That plan would have given 
us both the service and the leadership 
that I have been advocating. 

Finally, I think that the last measure 
before Congress proposed by the edu- 
cational people themselves, creating a 
separate Department of Education, 
without any subsidy feature, providing 
also for a consolidation of the govern- 
ment’s educational enterprises, and 
strictly limiting the functions of the 
department to research and publicity, 
would furnish what some of us believe 
to be necessary. I am persuaded that 
the operation of such a department 
would be attended by no invasion of 
the educational autonomy of the states. 

I agree with those who fear the en- 
croachment of Federal authority. But 
let us make no mistake; there is eventu- 
ally going to be a large extension of 
Federal influence in education. The 
obligation both of the profession and of 
the lay public is to make sure that the 
legislation which provides for this ex- 
tension shall strictly define the new 
government agency, whatever it be, 
so that it will exercise just those 
functions that have proved to be 
profitable to the interests concerned, 
and that it shall have no powers 
whatever to control education through- 
out the country. 
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Federal Subsidies for Education 


By Austin F. Macponatp, Pa.D. 
University of Pennsylvania 


URING the last fifteen years 
Congress has worked out the 
details of a system of grants or sub- 
sidies from the Federal treasury to the 
states, which has enabled the Federal 
Government to exercise a considerable 
measure of supervision over matters 
not mentioned in the Constitution, and, 
therefore, presumably left in the hands 
of the states. Seven large grants and a 
number of smaller ones of this type are 
now made regularly from the Federal 
treasury to the state governments, with 
total congressional appropriations ex- 
ceeding $125,000,000 annually. Four 
of these are for purposes which may be 
definitely labeled as educational. They 
are: 

(1) the Smith-Lever Act of 1914, 
which provides for agricultural 
extension work; 

(2) the Smith-Hughes Act of 1917, 
establishing what has become 
a nationwide system of voca- 
tional education; 

(8) the Fess-Kenyon Act of 1920, 
providing for the training and 
placement in industry of phys- 
ically handicapped persons; 

(4) the Sheppard-Towner Act of 
1921, which provides for in- 
structing mothers, present and 
prospective, in the care of their 
babies. 

The Acts providing for the establish- 
ment of the agricultural colleges and 
the agricultural experiment stations 
should properly be omitted from the 
list because they contain practically 
no provision for Federal supervision. 


FEaTUREs In COMMON 


All the recent subsidy laws have cer- 
tain features in common. First, they 
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provide for the payment of money from 
the Federal treasury to the states, 
Second, they make these grants to the 
states on the basis, generally speaking, 
of population. Third, the money paid 
from the Federal treasury is paid to the 
states conditionally. Certain stipula 
tions must be met before the states ar 
entitled to receive Federal funds, 
These conditions are: (1) acceptance of 
the act by the state legislature, whic 
involves setting up within the statean 


adequate administrative agency; (2) | 


the matching of Federal funds. Every 
state is required to put up a dollar of 
its own money for every dollar it 
receives from the. Federal Government, 
This feature of Federal aid has led 
some to dub it the “fifty-fifty system.” 


(8) The state administering agency is | 


required to submit detailed plans of its 
activities, which must be approved by 
the Federal bureau in charge. In each 
case the work is done in the state by 
state officials, but with a certain 
amount of Federal supervision. 
Remarkable progress has been made 
under the various subsidy laws. The 


- 


history of Federal aid is a story d 
transformed agriculture; of vocational — 
schools with thousands of students in | 
states which formerly did not havea | 
single course in vocational training; of | 


hopelessly disabled cripples, transformed 
into happy, independent wage earners; 


of states which for the first time are | 


giving their mothers an opportunity to 


find a solution for the problems of | 


motherhood, and offering their babies 
for the first time a real chance for life. 
Few of the people who oppose Federal 
subsidies maintain that the work is 
being improperly done, or that it is 
unnecessary. 
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FEepERAL SUBSIDIES FOR EpucATION 


OxssectTions RaIsED 


There are some exceptions, of course. 
Just a few months ago former Governor 
“Jim” Ferguson of Texas took a fling 
at the Children’s Bureau. “It is sup- 

to teach Texas mothers how to 
have babies,” he cried, “in spite of the 
fact that the mothers of this state have 
made a success of having babies for 
over a hundred years.” One is re- 
minded of the story of the trained 
welfare worker who went to visit a 
mother of the slums. The woman be- 
came quite irritated. “So you’re try- 
in’ to teach me how to raise children,” 
she said, “‘me that has buried seven.” 

Most of the opponents of the Federal 
subsidy system, however, take their 
stand on very different ground from 
Mr. Ferguson. They advance five 
main objections to Federal aid, with a 
great many variations. One is that 
these various functions are purely local 
in their scope, and that their solution is 
a problem for the states, and not the 
Federal Government. But when prob- 
lems exist whose effects extend to the 
uttermost parts of the nation, it is 
difficult to believe that their solution 
rests entirely with the local com- 
munities. 

Is education, whether it be voca- 
tional training for high school students, 
better knowledge of crops for farmers, 
better knowledge of babies for mothers, 
or better knowledge of their economic 
potentialities for the physically handi- 
capped, purely a local problem? That 
question was well answered by John W. 
Abercrombie, Alabama State Superin- 


- tendent of Education, when he said: 


Already over twenty millions of our 
people are residing in states other than 


| those in which they were born, and it is no 


longer possible to permit a child to grow 
into citizenship in ignorance anywhere 
without endangering every other citizen 
everywhere. 
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Another objection frequently made 
to Federal subsidies is that they are 
stifling local initiative, and that the 
people are sitting back in complacent 
indifference. Such astatement ismani- 
festly absurd. Competent and impar- 
tial observers in every state of the 
Union add the weight of their testi- 
mony to the vast mass of statistical 
data that without Federal funds most 
of the states would never even have 
attempted problems they are solving 
to-day. When the records show four or 
five states carrying on the work of 
civilian rehabilitation or child hygiene 
in 1918 or 1920, and forty or forty-five 
doing it in 1926, largely with state 
funds and entirely through state offi- 
cials, it is difficult to believe that local 
initiative is being stifled and that local 
responsibilities are being shirked. 


Court Decision 


Three years ago the Supreme Court 
of the United States settled definitely 
the constitutionality of the Federal 
subsidy system. The twin cases of 
Massachusetis v. Mellon and Frothing- 
ham v. Mellon, brought to determine 
the constitutionality of Federal aid, 
were dismissed for want of jurisdiction; 
but the Court, speaking through Mr. 
Justice Sutherland, went on to make a 
number of observations which, though 
in the nature of obiter dicta, are highly 
illuminating. Said the Court: 


Probably it would be sufficient to point 
out that the powers of the states are not 
invaded, since the statute imposes no 
obligation, but simply extends an option 
which the state is free to accept or reject. 
... But we do not rest here. What 
burden is imposed upon the states, un- 
equally or otherwise? Certainly there is 


none, unless it be the burden of taxation, 
and that falls upon their inhabitants, who 
are within the taxing power of Congress as 
well as that of the states where they reside. 
Nor does the statute require the states to do 
or yield anything. If Congress enacted it 
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with the ulterior purpose of tempting them 
to yield, that purpose may be effectively 
frustrated by the simple expedient of not 
yielding. 

Clear, straightforward language, di- 
rect and to the point. Yet that deci- 
sion was handed down in 1923, and two 
years later Governor Ritchie of Mary- 
land declared: 


It simply cannot be argued that the 
Federal Government has any right to use 
Federal funds as a means of acquiring a 
control over local state purposes, which 
under the Constitution is not granted to the 
government but is reserved to the states. 
That, under our present Constitution, is 
simply indefensible. 


Apparently not even the Supreme 
Court of the United States is able to 
convince the opponents of Federal aid 
that it is constitutional. 


Wauat THE States THINK 


Another argument frequently raised 
against Federal aid is that it is pater- 
nalistic, that it tends to create a uni- 
form mould into which all state ad- 
ministration must be cast; in other 
words, that it serves as an excuse for 
Federal officials to cram Federal poli- 
cies down the throats of the states. 
Nothing is further from the truth than 
charges of Federal domination. The 
domination consists of a three- or four- 
day visit, once a year, by some Federal 
official to each state, supplemented by 
a searching scrutiny of the state’s 
accounts, and a most careful examina- 
tion of the plans submitted by the 
state. In each case the plan of activi- 
ties is prepared by the state itself 
through its own officials, and varies 
with their concept of their state’s needs. 
The Federal supervising bureaus have 
nothing more than a sort of veto power 
and they are careful to exercise that 
power with the very greatest infre- 
quency. This summer I talked or cor- 
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responded with one hundred and forty. 
nine of the state officials administering 
the various subsidy laws for education. 
I missed only twenty-nine. These aye 
the men and women who are “suffer. 
ing” from Federal bureaucracy, whose 
intimate knowledge of local conditions 
is being ignored, we are told, by ruth. 
less Federal officials. And every one 
of the one hundred and forty-nine, 
with not a single exception, declared 
in the strongest possible manner that 
there was no thought or question of 
Federal domination, and that Federal 
co-operation had been kindly and 
helpful in the extreme. Most of them 
went on to say that without the stimu. 
lus of Federal funds their state pro- 
grams would not have reached the 
point where they are to-day for the next 
fifty years. If that be domination, | 


then the more domination, the better, 


Supriyinc Ain WHERE NEEDED 


Perhaps the most potent argument of 
the opponents of the Federal subsidy , 
system is that it is economically u- 
sound, because it results in a trans- 
ference of wealth from the richer to the 
poorer states. Federal revenues are 
derived primarily, of course, from the — 
wealthier states, while Federal subsi- — 
dies are paid out, generally speaking, 
on the basis of population. The result 
is that some states get back far more 
than they pay in while others receive 
far less. Tables have been worked out 
by the distinguished Governor of 
Maryland to show that some states are 
receiving in Federal subsidies less than 
one per cent of the amount they con- 
tribute to the Federal treasury in the 
form of income taxes, while others are 
receiving anywhere from 100 to 300 
per cent. Such tables are obviously 
misleading. They credit to New York | 
State, for example, the amount of the 
income taxes paid in by the Union 
Pacific and the Southern Pacific rail- 
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roads, which do not have a single mile 
of track east of the Mississippi River. 
Likewise they credit to New York the 
entire income tax paid by the United 
States Steel Corporation, which has 
more stockholders in Pennsylvania 
than it has in the Empire State. Ifthe 
total wealth of the several states, or 
their total current income, or some 
combination of the two, were used as 
the basis of comparison, the results 
would be quite different. The dis- 
parities would be just about one-fourth 
as striking. Whatever the method of 
computation, however, it is obvious 
that Federal subsidies are not dis- 
tributed among the several states in 
proportion as they contribute to the 
support of the Federal Government. 
There seems to be no good reason why 
they should be. Probably it has never 
been suggested that river and harbor 
appropriations or Federal post offices 
should be proportioned to the share of 
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Federal taxation borne by each state. 
Now that such questions are being 
raised, they should be met squarely. 
Are we prepared to ignore the striking 
differences in the ability of the several 
states to support education, requiring 
each state to work out its own salva- 
tion—or condemnation? We compel 
the rich man, even though he be child- 
less, or though he chooses to send his 
children to private school, to contribute 
to the support of the public school sys- 
tem. Are we going to permit the 
wealthier states to neglect their re- 
sponsibility for the establishment of at 
least a national minimum of educa- 
tional opportunity in this country? Or 
shall we recognize frankly that the 
Federal subsidy system brings to the 
poorer states a measure of financial 
relief, and that it brings to all the states 
a stimulus and a leadership that could 
come from no other source than the 
Federal Government? 
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State and Federal Jurisdiction in Education 


By Cuarues R. Mann, Ph.D. 
Director, Ame-‘can Council of Education 


fee regard to the question of 
the Federal Department of Edu- 


cation and its relation to the states 
there has been active discussion for the 
past eight years. Up to date, nothing 
practical has happened in the way of a 
change of the Federal office or offices 
and the creation of a new department. 
We cannot, however, regard the eight 
years as wasted on that account, be- 
cause we must remember that in a 
democracy success is not measured by 
the objective achievements always, but 
rather by the growth of the people. No 
one who has followed the argument for 
the past eight years can deny that 
people have grown in understanding of 
this problem enormously. Therefore, 
it has been enormously worth while. 
The important thing is to note the 
direction of that growth and the rate 
at which it is taking place. 

This discussion has had certain 
obvious benefits in ridding the majority 
of those who have taken part in it of 
several obvious fallacies. I think the 
majority of us, certainly more than half 
of us, are convinced of the fallacy of the 
fifty-fifty subsidies. I am sure that the 
state legislatures have learned that 
they are not getting something for 
nothing on a fifty-fifty subsidy from 
the Federal Government. I am sure 
that the Federal Government and 
Congress have learned that that fifty- 
fifty subsidy really does carry control, 
although really on the face it would 
seem not to do so. Hence, one of the 
advantages that has come from this 
discussion is the exposure on a wide 
scale of the fallacy of the fifty-fifty 
subsidy. 


Another of the very perplexing 
problems that has become clearer is the 
relation between wealth and the sup. 
port of schools in a state. We all 
know offhand that there are vast 
differences in the wealth of the different | 
states and in their ability to support | 
schools. But these figures concerning | 


taxable wealth are extraordinarily mis. 
leading because there are no uniform 
tax laws in the states, and because the 
definition of what constitutes taxable 
wealth is not clearly understood. You 
all recall that a few years ago North 
Carolina made a _ re-assessment of 
state property for tax purposes, and 
when the re-assessment was finished, 
North Carolina’s taxable wealth was 
four times what it previously was. 
Nothing had been changed in North , 
Carolina except figures in books. That 
sort of uncertainty in the taxable 
wealth figures makes them very elusive 
in dealing with this problem. 

It is interesting to note in passing 
that in all these lists we have seen, 
Mississippi is somewhere near if not 
at the -bottom. Yet every one who 
knows Mississippi knows that during 
the last ten years it has made very no- | 
table progress in the development of 
a consolidated rural school system of 
its own, at its own expense. These 
taxable wealth figures you see fail to 
take account of the unused energy 
of the people which can be liberated 
without money and without price 
in an educational enterprise that 
grips them. That is what happened | 
in Mississippi. 

Another exploded fallacy is the | 
assumption that equal educational 
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STaTE AND FEDERAL JURISDICTION IN EDUCATION 


opportunities are secured by equal 
expenditures of money. It has been 
implied in many of the arguments that 
in order to secure equal educational 
opportunities, with which I am heartily 
in sympathy, you must spend approx- 
imately the same amount of money 
per child. The relation between per 
capita cost of education and educa- 
tional opportunity is again very ob- 
scure, and we are in great danger of 
going wrong if we lay too much weight 
on figures. These are some of the 
fallacies, or some of the questionable 
beguiling points, which have led us 
astray in the past, and on which we are 
becoming much more clear. 


Factne A New SITUATION 


In education we are at present faced 
by a totally new situation which has 
been developing so rapidly that few of 
us have grasped its significance. This 
new situation has been brought about 
by the war, by our great industrial 
growth, and by the opening up of our 
international relations. The thing to 
do now in facing this question of Fed- 
eral relation in education is to try to 
make an estimate of the new situation 
and in the light of that estimate to 
make a plan as to what ought to be 
done. I would like to take up the 
question from that point of view. 

In this new situation it seems to me 
that there are three very significant 
and outstanding features. The first 
of these is a change in the nature of 
public demand on the schools. This 
change has been going on gradually for 
a great many years. But the war 
crystallized opinion. It seems to me 
that the public is now demanding of 
the schools that they discover the 
capacities and abilities of each child and 
provide means for their maximum 
development. In prewar days schools 
had fixed curricula, and children were 
sent into these fixed curricula and were 
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judged to be more or less failures if they 
did not conform. That idea has rather 
disappeared to-day. The fundamental 
demand cf the public on public educa- 
tion is that somehow it find out or dis- 
cover or cause the child to reveal to 
himself his own capacity and then 
provide methods for developing that 
capacity to the maximum. That de- 
mand presents a new problem for the 
schools. 

If the schools are going to make good 
in solving that problem, it requires a 
large amount of experimentation. New 
devices, new methods of discovering 
ability, new methods of developing 
ability are required. This experimen- 
tation, which has been going on very 
markedly since the war, has led to the 
recognition of the fact that real control 
in school progress does not lie in the 
school authorities or in the state 
legislature or in the Federal Govern- 
ment. Real control lies in the facts 
which are discovered by means of this 
experimentation. Therefore, the sec- 
ond important feature in the present 
new situation is the rapidly growing 
conviction that facts control education. 
While governments control the admin- 
istration of education, the actual proc- 
esses of it are controlled by facts. An 
administrative system that operates in 
accordance with the facts makes the 
maximum success of the school system. 

The third important feature of the 
new situation is that in this process of 
experimentation in order to discover 
facts it has been necessary to develop 
co-operation among large units. Sta- 
tistical studies that lead to reliable 
facts require the compilation of data 
from a large number of cases. Very 
few school systems have enough cases. 
Therefore, there has developed a tech- 
nique of co-operation among school 
units by which enough data are assem- 
bled to justify sound conclusions. The 
three factors that stand out in the 
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present educational situation are: first, 
public demand for discovering ability 
and giving it opportunity to grow; 
second, experimental study, which is 
leading to the conclusion that facts 
really control education; and third, the 
technique of co-operation which has 
developed for the purpose of enabling 
us to discover the facts which are really 
significant. 

This situation is not peculiar to 
education. The same development is 
going on in the industrial world. In- 
dustry has made marvelous progress 
through invention and scientific study, 
but it is now coming to realize that the 
greatest opportunity for further devel- 
opment lies in releasing pent up human 
energy by discovering what a man can 
do best and giving him opportunity to 
grow. Industry and business are ab- 
sorbing this new idea. They are 
making experiments and developing 
co-operative methods whereby they can 
compare results and make progress 
together. That being the situation, 
what can we in America do to hasten 
the rate of development? Those three 
factors determine the direction in which 
the progress is taking place. What 
can be done to accelerate progress? In 
particular, with reference to the sub- 
ject of extension of Federal influence in 
education, what can the Federal Gov- 
ernment do? 


Wauart Is rue Feperat GOVERNMENT? 


In order to answer this question it is 
necessary first to get a clear conception 
of what the Federal Government really 
is. There is a great deal of confusion 
with regard to the fundamental ques- 
tion as to where sovereignty rests in 
this country. Ina debate recently one 
man said that we have a double sov- 
ereignty—national government and 
state government. That shows the 
confusion. Of course a double sover- 
eignty is impossible. You cannot 


serve two masters. The complet 
statement of wheresover sovereignty 
rests has been given us by Dr. Judgo, 
in his recent book on Our Feder 
Republic, where he points out that each 
state is not sovereign within its ow, 
domain, nor does the sovereignty of the 
nation rest in the Federal Government, 
Sovereignty rests in the United State 
acting by a majority of three-fourths 
of the states. Therefore the Feder) 
Government is not a government in the 
ordinary sense. It is an agent of this 
sovereign power, and therefore it is not 
a final authority but only acts as ap 
agency of the sovereign power in matters 
delegated to it. Now that we recog. 
nize this fact, the idea of Federal cop. 
trol_in education takes on a different 
aspect, because the Federal agency 
called the government in Washington 
has no more authority than is granted 
it by the sovereign United States acting 
by a three-fourths majority. 

Now the thing that is needed, or the 
thing which this sovereign power 
might require the Federal Government 
to establish, seem to me to have been 
already described by Dr. Capen in his 
article.' It is a thing the states and 
individual communities need for their 
intelligent guidance. That is @ 

which is competent to gather 
reliable facts and to disseminate them 
throughout the country. Such a 
agency would satisfy the demand of the 
situation for the facts that control 
education. Such a federal office is 


necessarily out of politics, because 


politics is finding more and more that 
it is helpless against facts, if the facts 
are reliable and well presented and de- 


fore, if the sovereign states request the 
Federal Government to establish such 
a fact-finding agency, there is little 
danger of it coming into politics if it 


remains true to its function. | 


1See p. 97. 
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danger is becoming less and less every 
year as the recognition that facts con- 
trol education expands. 

If that is the nature of a Federal 
education office demanded by the 
present situation, it seems to me to be 
immaterial whether it is a bureau or a 
department. Its merit and success will 
depend upon the quality of work. 
There is a slight preponderance in favor 
of making it a department at the 
present time, because the budget ar- 
rangements in Washington are such 
that it is very difficult for a bureau to 
get adequate financial support. A 
department has direct access to the 
chief of the budget and can secure 
financial support more easily. But as 
a matter of achieving its function in 
education, it seems to me it is immate- 
rial whether it is organized as a depart- 
ment or bureau. I am ready to leave 
that question entirely to Congress. 

From all of this it appears that the 
present situation is most encouraging. 
This development, both in industry 
and education, of reliance upon facts 
in guiding action throughout the coun- 
try is directed away from further cen- 
tralization of authority or administra- 


tive function in Washington. I think 


my readers will agree that the greatest 
danger at the present time to American 
democracy is this tendency to let 


Uncle Sam do everything. This proc- 
ess now going on in education and 
industry is a direct antidote to the cen- 
tralizing tendency. Co-operation and 
experimentation in finding facts oper- 
ate to liberate local initiative and to 
stimulate local responsibility, and not 
to vest greater power in the Federal 
Government. 


In ConcLusIon 


In conclusion, the question as to the 
jurisdiction of the states and the 
Federal Government in the matter of 
education may be concisely answered 
as follows: The individual states ob- 
viously have jurisdiction over their own 
education, if by jurisdiction you mean 
the administrative authority and the 
responsibility for the operation of edu- 
cational systems. But final control of 
education lies in facts derived from 
experiments and experience in trying to 
meet the new public demands. The 
Federal Government, or Federal organ- 
ization, can do its part in developing 
the educational system of the country 
by establishing a suitable and adequate 
fact-finding and fact-disseminating of- 
fice, which will have influence and a 
stimulating effect upon the general 
development that is going on, but 
which will have no power in the sense 
of authority and no control. 
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The Dilemma of Giant Power Regulation 


By Joun H. Gray 
Washington, D. C. 


OTHING need be said here about 
the importance of power. Power 
is the very life of all industry. It is 
probable that electric power will mean 
more to the coming centuries imme- 
diately before us than steam meant to 
the 19th century. The necessity for 
regulation of industries which are af- 
fected by a public interest is thoroughly 
established in our minds and a funda- 
mental part of our legal system. This 
doctrine was thoroughly embodied in 
our law by the Supreme Court in the 
famous case of Munn v. Illinois, in 
1876. That decision declared the 
power a legislative power under our 
Constitution and one beyond the reach 
of the courts. Under that decision a 
rate fixed by the legislature directly, or 
by a commission authorized by the 
legislature to fix rates, was beyond 
judicial review. But the court soon 
became frightened at the radical move- 
ments, and in 1894, by dragging in the 
Civil War amendments, meant to pro- 
tect the persons and property of the 
emancipated slaves, and declaring a 
corporation a person—forgetting that, 
if it is a person under these amend- 
ments, it must be a person of color— 
the court assumed the right of judicial 
review of legislatively fixed rates, 


Court 


The court said that the right to fix 
or establish a rate is a legislative power, 
but that, in view of three provisions in 
the Federal Constitution requiring due 
process of law and the equal protection 
of the laws, and requiring that public 
property be not taken by any state for 


public use except upon payment of 


just compensation, it was the duty of 
the Federal courts to examine, in 
properly presented case, any legisla. 


tively fixed rates, and to void them, jf 
they were in conflict with any one of | 
these three provisions of the Federal 
Constitution. So far as this point js 
concerned, that is the law today. | 
makes the regulation of rates a slow, 
uncertain and expensive task. For, 
under this ruling, where the cout 


voids a legislative rate on constitu. 
tional grounds, it cannot establish a | 
just and constitutional rate itself to | 
take the place of the rate declared void, 
that being strictly a legislative function 
under our system of government and 
the theory of separation of govem- 
mental powers. It simply voids the 
rate and restrains its enforcement, | 
Then the legislature or the commission 
must begin all over again. The upshot 
of it is that, in law, the legislature fixes 
rates; in practice, the court determines 
what rates shall be made or enforced. 

But this is only the beginning d 
trouble with the courts. For, under 
our system of jurisprudence, state, 
courts and state commissions are each 
limited to the territory of their own 
states. They have no power to exam- 


ine books or to summon witnesses out- _ 


side their respective states. Since the 
firm establishment of the right to regu 
late, each of the states, with a single 
exception, has established a state com- 
mission, and the Federal Government 
has three commissions; namely, the 
Interstate Commerce Commission, the 
Federal Power Commission, and a Pub- 


lic Utilities Commission for the Dis- | 


trict of Columbia. The particular in- 
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dustries placed under these commissions 
differ in the different state jurisdic- 
tions, but in general they include elec- 
tric companies, street railways, water, 
gas and railroads. The power of the 
state courts in this field has virtually 
disappeared, because in case of diverse 
citizenship of parties nearly all cases 
may be taken to the Federal courts, 
and for this purpose a corporation is a 
citizen. In this day of national in- 
dustry, virtually every case may be 
taken to a Federal court. The diffi- 
culty is increased by the fact that con- 
trol under the law does not extend to 
non-utilities. And in this day of hold- 
ing companies most of these industries 
are controlled by holding com- 
panies, many of them not even 


| incorporated, and if incorporated they 


are usually territorially outside the 
jurisdiction of a state commission in 
any particular local utility rate case. 


INTERSTATE CONTROL 


So far as electricity is concerned, the 
Federal Government has never as- 
sumed control over it. Reasoning 
from analogy, however, so far as elec- 
tricity is transmitted beyond the state 
of its generation is concerned, it is 
subject exclusively to Federal jurisdic- 
tion and control. This follows, in my 
opinion, inevitably from the decisions 
in natural gas cases. The Federal 
Government has already nominally, 
that is, legally, assumed control over 
interstate telegraph and telephone serv- 
ice, but not over intrastate activities 


in this field. Up to date, however, 


this control, even over the interstate 
activities, has remained for the most 


| part on paper only. 


With the growth of Giant Power, 
and holding companies in the electric 
field, it is plain that control cannot be 
effective if exercised by these two dis- 
tinct sovereignties, state and national, 
by two different bodies, and under two 
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sets of laws. It is entirely problemati- 
cal how far the Federal Government 
will permit the states to go in regulat- 
ing the electrical industry in the ab- 
sence of Federal action. But it is plain 
under the commerce clause of the Con- 
stitution that the Federal Government 
has exclusive control of interstate trans- 
mission of electricity. When it cares 
to assume such control, it will interfere 
and prohibit any state action in this 
field so far as in the judgment of the 
Federal courts it is necessary to do so 
to accomplish effective control of in- 
terstate electrical matters by the Fed- 
eral Government. This follows from 
the decisions in the Shreveport case, the 
Minnesota Rate case and under the 
Transportation Act. 

In the Minnesota Rate case, 230 
U. S. 433, 1918, the court said of 
railroads: 

If the situation has become such, by 

reason of the interblending of the inter- 
state and the intrastate operations of 
interstate carriers, that adequate regula- 
tion of their interstate rates cannot be 
maintained without imposing requirements 
with respect to their intrastate rates, which 
substantially effect the former, it is for 
Congress to determine, within the limits of 
its constitutional authority over interstate 
commerce and its instruments, the measure 
of the regulation it should supply. 
Acting upon this and many similar 
rulings in other cases, Congress in the 
Transportation Act of 1920 specifically 
authorized the Interstate Commerce 
Commission to fix intrastate rates 
wherever existing or proposed state 
rates interfered with or burdened inter- 
state traffic. The Commission has 
acted in numerous and important in- 
stances under this provision, and such 
action has been sustained by the Su- 
preme Court. 

It needs no argument to show that 
electricity has in fact become a national 
industry, and is destined to become 
more and more so. If it is to be pub- 
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licly controlled, it must be nationally 
controlled, under a uniform system of 
national laws. The diversity of citi- 
zenship and the growth of holding com- 
panies makes this inevitable. Any at- 
tempt to control the local part of the 
industry by one body and the inter- 
state part by another body, each an- 
swerable to a different set of laws, and 
responsible to a different sovereignty, 
is doomed to failure. The control 
must be as broad as the industry and 
subject to uniform laws. Our expe- 
rience with railroad control as well as 
reason teaches this. 


PRESENT SITUATION 


It is said that five holding com- 
panies now control forty-three per cent 
of the electrical industry. A single 
one of these companies now operates 
in twenty-two states and in more than 
twelve hundred municipalities. To 
show how impossible any state, or 
mere local control is, with its terri- 
torially limited jurisdiction, let us con- 
sider for a moment the character and 
method of operating of a holding com- 
pany. A company is organized, in- 
corporated, or not incorporated, and 
domiciled wherever it seems most ad- 
vantageous to the promoters. It can- 
not be summoned into the jurisdiction 
of any state except that in which it is 
incorporated. If it is not incorporated 
it is not subject to control even by the 
state of its domicile. It is not nec- 
essarily an operating company or a pub- 
lic utility even in the state of its incor- 
poration, if incorporated. Its affairs 
are practically a sealed book to all com- 
missions or other public bodies. 

It now proceeds to buy a majority of 
the shares of public utilities in different 
parts of the country and to operate the 
different companies each under its own 
name and charter. The holding com- 


pany is in the eyes of the law a simple 
stock holder, not subject to more con- 
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trol than a private stock holder. Th. 
favorite way is for a single group ¢ 
men to organize three separate com. 
panies, who buy the shares of 
local companies in the name of one of 
their companies. The same 
group of men, having a majority of ajj 
the shares of the local companies jp 
ownership and control, elect themselye 
directors of the various local comps. 
nies. They sit at one and the sam 
table and do business in the name q . 
all these local companies with thei 
new holding companies of which they 
are also directors. When they have 
bought control of a given company 
they determine that the plant needs re. 
building. They vote as directors of | 
this company to issue securities for 
this purpose. Then, still acting as | 
directors of the given company, they | 
make a contract with their finance com. 
pany to float the necessary securities, 
paying such commissions and broker. 
age as they choose. Still acting a 
directors of the local company, they 
enter into a contract with their eng. | 
neering company to rebuild the plant, | 
again contracting with themselves, and | 
paying such price as they choos. | 
Again acting as directors of the local 
company, they enter into another con 
tract with their new operating com 
pany to operate the plant, paying such 
a price as they choose. They sd 
securities back and forth among all the 
companies they control on such terms 
as they choose, and as often as they 
wish to, shift surplus or earnings from 
one company to another in this manner. 
They sell and buy coal and other mate 
rial and electricity among their compa 
nies at will. For the essence of Giant 
Power is to pool the current and to con- 
nect all the plants with the pool and to | 
draw from this pool as their financial de- | 
sires dictate. Bear in mind that all the 
gains from all their contracts go to the 


same parties—that is, themselves— 
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dilemma. The right to regulate being 
a police power, neither sovereignty, 
without a constitutional amendment, 
can permanently surrender its regula- 


and that they are always trading with 
themselves. Now, when the local com- 

y has a rate case these bare con- 
tracts may be brought before the state 
commission for that company hasa dom- 
icile in the state of this commission and 
its contracts are usually open to the 
commission, but none of the conditions 
of the contract are known. The com- 
mission has no means of judging of the 
fairness of any of the contracts. All 
this is done clearly within the law. It 
ought to be plain to the dullest mind 
that with all these facilities conceal- 
ment of the costs and profits of the 
service can be made within very wide 
limits, to appear exactly what the 
owners wish them to be. Under such 
a system of organization and operation 
with our limited territorial jurisdiction, 
state control is a farce. 


A Nationa 


Enough has been said by me to show 
that the electrical industry is a national 
industry—a highly centralized indus- 
try in its ownership and private control 
and management. It is also clear that 
greater concentration is coming and 
that the great holding companies are 
more and more acquiring a community 
of interest, and are connecting their 
plants with transmission lines that are 
already almost continent wide. If the 
industry is to be publicly controlled the 
holding companies must all be brought 
under public control and their financial 
organization must be greatly simpli- 
fied. But no state can do this because 
of its territorially limited jurisdiction, 
for under our dual constitutional sys- 
tem each state as a sovereign state is 
limited in all of its activities to its own 
soil. The Federal Constitution, in ad- 
dition, prevents it from interfering with 
Federal affairs. So far as electricity is 
interstate, constitutionally that is an 
exclusive Federal matter. 

Truly we are up against a first class 
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tory power to the other. Notwith- 
standing the important interstate phase 
of the subject, a large part of the elec- 
trical industry is preéminently local 
in its character. Certain it is, that 
neither constitutionally nor practically 
can the whole regulation be left to the 
individual states with their limited 
jurisdiction and their jealousy and 
conflicting views and policies. We 
must work out some system by which 
the strictly local matters can be dealt 
with by public authorities that are 
easily accessible, that derive their 
powers from the various states and are 
answerable to their respective states. 
At the same time, the strictly inter- 
state parts of the industries must be 
regulated nationally, by uniform Fed- 
eral laws, by Federal officials who are at 
the same time thoroughly familiar with 
the local as well as the interstate parts of 
the industry. Any scheme of control, if 
all commissioners dealing with the sub- 
ject are not thoroughly informed in re- 
gard to every fact in regard to the com- 
panies with which they deal, whether 
that fact relates primarily to interstate 
or intrastate activities, will fail. An 
interstate body cannot expend the time 
and money necessary to acquire the ex- 
pert knowledge of the intrastate ac- 
tivities for the mere sake of controlling 
the interstate activities. 


Sucecestions Towarps SOLVING 


But three serious propositions for 
solving these complex problems have 
been made. They are: 

1. To load the Interstate Commerce 
Commission with the interstate part of 
the control and leave the state commis- 
sions, as at present, in charge of the in- 
trastate parts of the industries. 

2. To provide by means of state 
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treaties or compacts for intersale con- 
trol of the interstate parts of the indus- 
tries by the state commissions with the 
consent of Congress, leaving the local 
control as at present with the state 
commissions. 

8. To combine the whole regulation 
in the same body of men who shall, 
under suitable state and Federal legis- 
lation, act in the dual capacity as a 
state or a Federal commission for the 
territory of the state as circumstances 
may require. 

Enough has already been said in re- 
gard to the first two propositions to 
show the futility of local control under 
our constitutional system. A nation- 
wide industry cannot be successfully 
regulated by any body whose jurisdic- 
tion does not extend throughout the 
whole nation. 

The regulating body must have 
knowledge of all of the affairs of the 
serving company irrespective of state 
lines. The states can never get money 
enough or experts numerous enough or 
skilled enough, to get such knowledge. 
Furthermore, the Constitution forbids 
them to get such knowledge, even if 
they had the money and the experts. 
Every state authority the world over 
is limited to the territory of its own 
state. 

The proposition to turn the inter- 
state regulation of electricity over to 
the Interstate Commerce Commission 
is hopeless. In the first place, that 
commission has more duties placed 
upon it by existing statutes than it can 
possibly carry out. In the next place, 
the state jealousies and the controver- 
sies with state commissions would block 
the effective regulation of these indus- 
tries by such a method. The nature of 

the industry would probably make 
difficulties here much greater than they 
have been in the railroad field and the 
difficulties of railroad control, because 
of these conflicts, are today after about 
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forty years of wrestling with them al. 
most prohibitive of effective control, 
This is still true, although beyond 
doubt the nature of the railroads makes 
it much easier, constitutionally, to ex. 
tend Federal power over all railroads 
than it would be to extend the same 
power over the electric industry. Ip 
the case of railroads this extension has 
tended to kill local sentiment and, up. 
der present legislation, to increase 
greatly the evils of centralization and 
bureaucracy. 

At present, the Interstate Commerce 
Commission is organized on a definite 
legal centralized system of administra- 
tion and long established traditions, 
This is true to a degree to hamper 
greatly the effectiveness of regulation 
of the industries now under the super. 
vision of the commission. 


It would be sheer and unnecessary | 


duplication, even if such were not the 
case, for the commission to try to ac- 
quire sufficient knowledge of the local 
phases of the electric industry to make 
interstate control effective. To make 
any control effective, the controlling 
persons, or officials, must have com- 
plete knowledge of the situation and of 
all affairs, state or interstate, of the 
companies with which they deal. 

The proposition for state compacts 


seems to me impossible for various | 


reasons. First, each of such compacts 
must have the formal and specific ap- 
proval of Congress. While such com- 
pacts are numerous in our history, they 
are for the most part such as relate to 
boundaries and police and sanitary 


powers, and do not touch or directly _ 


influence larger conflicting and shifting 
industrial interests. From a psycho 
logical standpoint, they are virtually 
unknown to the public mind. But we 
are dealing here with a dynamic, shift- 
ing, changing industry of the first 
order. Most of the existing compacts 
settled their problems once for all, and, 
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at most, affected two or but a few 
states. We have here an industry that 
affects all the states. If we are to deal 
with it by compacts, we shall find, 
when Giant Power is fully developed, 
that we should have to have individual 
compacts affecting many states. The 
jealousies of the states, worked on by 
rival financial interests, would cer- 
tainly prevent the successful negotia- 
tion of compacts as fast as they are 
needed, while the same _ influences 
would prevent the approval by Con- 
gress. The rapid development of the 
industry might easily make the com- 
pacts antiquated, with the need of 
amendment, before they could be ap- 
proved by Congress. Every impor- 
tant economic change in the interstate 
development of electricity would re- 
quire new negotiations and new appeals 
toCongress. They would be harder to 
deal with satisfactorily than the World 
Court protocol. Any such method 
would tend to block the industry, and, 
in fact, to leave it unregulated. Amer- 
ican industry, in the present state of 
the public mind, does not wait upon 
slow and tedious negotiations. 

The recent experiences of New York, 
New Jersey and Pennsylvania in re- 
gard to such negotiations in this field, 
and the attempts of seven states to 
apportion the power to be developed in 
the Colorado River do not encourage 
us to hope for much from such com- 
pacts. Had agreements been reached, 
what would have been the fate of them 
in Congress? If they had been ap- 
proved by Congress, how long would it 
have been before new negotiations for 
amendments and new appeals to Con- 
gress would have become necessary? 
We may easily conjecture what would 
become of the multitude of such nego- 
tiations and such applications to Con- 
gress after Giant Power had spread 
over the whole country and electric 
current could be sent from coast to coast. 
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As soon as it is proposed to turn over 
the interstate electrical interest to the 
Interstate Commerce Commission or 
other national body, we run against all 
the traditions of states’ rights and va- 
rious complexes. These not only stir 
up violent emotions and still reason, 
but evoke certain unformulated as- 
sumptions as the basis of opinion and 
agitation. The unexpressed assump- 
tion is that any national regulation 
necessarily means centralized, nation- 
alized, bureaucratic, slow, expen- 
sive and arbitrary administration of 
the power in question. We imme- 
diately, on the basis of this assumption, 
hear outcries about the inefficiency 
and expense of bureaucratic govern- 
ment. Truly, for reasons already 
hinted at, it would be impossible for 
the Interstate Commerce Commission 
to exercise this power effectively from 
one office at Washington with its pres- 
ent centralized method of adminis- 
tration. The Commission is already 
breaking down under its present duties 
with its centralized administration. 
If any national power is to be effec- 
tively exerted, whether it is that of the 
Federal Judiciary, the Interstate Com- 
merce Commission, or the Post Office, 
the administration, while under uni- 
form national laws and national in- 
spection, must be decentralized, with 
most of the work done locally away 
from Washington. Above all, it must 
take advantage of local knowledge, 
local sentiment, and local pride. It 
must be so arranged as to save the end- 
less delay and expense incurred in try- 
ing to do all the work from one central 
office. Few private businesses are as 
large, or as complex, or as difficult to 
administer, as the three departments 
of government just mentioned. No 
large private business has ever been 
effectively administered, and probably 
never can be well managed, with as 
highly a centralized management as we 
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have in these three departments of 
government today. 

It would be as practicable, and as 
sensible, to try to do all the Federal 
judicial business of the United States 
from one office in Washington, without 
any district and circuit courts with all 
their judges and staffs, as it is to try to 
exercise essentially all the powers of the 
Interstate Commerce Commission from 
one office. But the evils of centraliza- 
tion would be much larger in the case 
of electricity than in the case of the 
railroads. The business is much more 
complex and dynamic, and much less 
subject to routine actiun. 

Fortunately the logic of the situation 
calls for no such stupidity or for any 
such an attempt based on traditions, 
complexes and emotion rather than on 
reason. To recapitulate, we are ap- 
parently rapidly approaching an era 
when electric power will dominate our 
industrial life and will be generated in 
large central plants and distributed over 
high tension lines across innumerable 
state lines. Yet the industry is pri- 
marily of local interest, and, under our 
complex constitutional system, in its 
local phases, is subject to state and not 
Federal regulation. Nearly all the 
states have state commissions already 
in charge of such state regulation. 
These commissions have already 
amassed vast stores of information and 
a considerable degree of expertness in 
this field. Yet they are greatly ham- 
pered by the territorial limitations of 
their respective jurisdictions, and the 
national character of the owning and 
serving companies. The states are 
very loath to surrender any of their 
power, even if there was constitutional 
right to do so without constitutional 
amendments. 

The industry already has interstate 
relations of ownership and operations 
of vital importance, and these are bound 
to increase in the near future. These 


phases of the industry are clearly 
exempt from state control or interfer. 
ence under the commerce clause of the 
Federa! Constitution. Irreparable jp. 
jury will result if we attempt to solye 
this problem of dual state and Federgj 
control through the slow process 9 
constitutional amendments. Neithe 
state nor Federal control can be exer. 
cised effectively unless the persons 
exercising the control have complete 
authority toacquire, and actually doob. 
tain, complete knowledge of the affairs, 
state and Federal, of the companies 
with which they deal. There is graye 
doubt whether, under present consti- 
tutional arrangements, either a state or 
a Federal constitution as such can be | 
given legal authority to acquire the | 
necessary information for exercising 
effective regulation within the field 
allotted to it. This is certainly true in 
regard to the state commissions. This 
argument leads inevitably to making 
the same persons at the same time 
state and Federal officers and agents, 

Let Congress pass an act declaring | 
that the state commissions in the re | 
spective states, for the time being, shall | 
ex-officio become Federal agencies or | 
commissions for dealing with the in- 
terstate phases of this industry. k 
would remain for the individual states 
to accept or reject this burden. I 
could not be forced by Congress on any 
state against its will. 

Provision should, therefore, be made 
to lodge this power in the hands of 
the Interstate Commerce Commission | 
where any state did not have a com: 
mission, or when the state refused to 
accept the power offered it by Congress. 
It could easily be provided that, in 


interstate relations where more than 


one state in a given instance was al- 


fected, the commissions of the states | 


affected should for this particular case 
sit together as a joint or single com- 
mission. 
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Such an act would show such respect 
for the rights of the states and even 
for their sentiments and traditions, as 
would probably cause every state vol- 
untarily to accept the act. It might 
even induce the only state now without 
a state commission to create a commis- 
sion in order to protect its rights and 
take advantage of this act. There is 
little doubt, in my mind, that such 
legislation would so increase the dignity 
and prestige of the state commissions 
as to increase the grade of their per- 
sonnel. Provision should also be made 
for a limited appeal to the Interstate 
Commerce Commission in the more 
important cases. But this right of ap- 


} peal should be much more restricted 


than in the case of Federal courts. 
The present relation of the different 
divisions of the Interstate Commerce 
Commission furnishes a model for fix- 
ing the right of appeal from one of 
these Federal agencies acting within a 
given state to the Interstate Com- 


merce Commission. 


The present governmental arrange- 
ments in the District of Columbia, 


| where the same three men act as com- 


missioners for the District and also sit 
in a different capacity as public utility 
commissioners for the District, suggest 
the dual capacity for state commis- 
sioners as proposed here. 


This arrangement would doubtless 
raise the grade of the personnel of the 
state commissions and increase the 
expertness of the members to a degree 
that would lessen very greatly the num- 
ber of cases appealed to the courts. 
This would probably speed up the work 
and make all regulations, both state 
and Federal, much more effective. 
Every case, state or Federal, would be 
in the hands of men having complete 
power over all the companies, because 
they would have complete knowledge 
of all the companies coming before 
them in any case. 

Regulation being an administrative 
and expert job, court review should be 
reduced to the lowest possible consti- 
tutional limits. With the increased 
standing and expert knowledge of com- 
missioners, the courts would not only 
have fewer cases to deal with, but 
judges would probably come to have 
very much more respect for the deci- 
sion of commissioners, and conse- 
quently would be much less inclined to 
reverse them. This would tend to put 
regulation in the hands of persons best 
qualified to exercise it and would add 
enormously to its effectiveness. Under 
such a system cases would be decided 
much more quickly, cheaply and 
equitably than at present. 
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The Concentration of Control in Power 


By H. S. RausHensusH 
Secretary, the Committee on Coal and Giant Power, New York City 


N the field of public control of power 
several factors have, within the 
last years, challenged the adequacy of 
the agencies we have set up to deal with 
our public utility industries. 


Some CHALLENGING Factors 


(1) The very size of the industry is 
one of these factors. Some of our 
public service commissions are devoting 
as much as three quarters of their time 
to the power industry on the basis of 
their old appropriations. In most states 
the Commissioners have small budgets 
with which they must not only handle 
the other utilities but meet interests 
with capitalizations running into the 
hundred millions, and follow to some 
extent at least all their moves in the 
line of intercompany contracts and 
mergers. 

(2) These companies have in recent 
years been doing a land office business 
in acquiring each other and developing 
systems which in some cases have solid 
technical and geographical foundations 
and in others seem simply to be a 
combination of any properties which 
could be bought. The Northeastern is 
a sample of the former. The North 
American and Cities Service of the 
latter. The Cities Service has prop- 
erties as widely separated as Washing- 
ton and Connecticut, Canada and 
Oklahoma. The integration of the 
superpower systems spreading through- 
out the country not only have careful 
planning behind them, they have 
several careful and often competitive 
plannings behind them. 

To meet the curious exigencies of 
various state laws and to take the due 


advantage which is sure to accom 
creative initiative in the field of bys. 
ness and financing quite as much ag jp 
the field of the arts and letters, they 
have built for themselves a series ¢ 
holding companies, which not only 
gather the profits of the operating 
companies in a less conspicuous manne 
than one such company could do, byt 
raise a series of problems for the serious 
minded intending investors, and aly 
for the consumer of light and power, | 
for whom the state regulatory commis | 
sions are authorized to speak. | name 
This challenge is, in the main, yet to | as a 
be made explicit. We have met it} Fren 
before in the case of street railwayy| taxes 
which often held one company, ina) sttem 
suburb possibly, which was running at taxes. 
a loss, while the company in the city} In 
could still carry on at the old rates | spect: 
The plea then was to consider th 
system as a whole, so as not to raise | open- 
rates in the suburb. Some commis 
sions have allowed this recognition d 
the holding company. Others have 
not, or not yet. Investigation of some 
of the financial set-ups in the power, 
field, of some of the prices being paid 
for operating companies these days, 
leads to the conclusion that the power 
companies are expecting one or possibly 
both of two things: permission to 
function as a system, with recognition ' 
of the increased values of the system | !arsis 
over the sum total of its parts (a non-| that 
Euclidean case, where the whole is| ' 
more than equal to the sum of all its 
parts), or a decided decrease in the cost 
of power. | 
(3) A third factor changing the Fir 
situation somewhat from its former) defin 
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appearance is the growth of interstate 
business, a matter which at present is 
not under any public control where 
power is wholesaled across state lines. 
While the volume of such energy may 
never be more than a small fraction of 
the total energy generated, its impor- 
npany| tance to the general question of public 
bus! utility regulation may be much greater 
1 asin| than its ratio to the total. 
» they} The concentration of financial con- 
“ies f/ trolin a few hands and the consequences 
only} of that are things to which we still have 
rating} to become accustomed. Weare watch- 
anne} ing an unchecked centralization of 
o, bu! industrial control, accompanied by a 
erioy | very definite and purposive campaign 
1 aly | for decentralization of both state and 
ower, | Federal control. This plea for decen- 
mmis| tralization is made under several 
names, one of which is “economy,” and 
vai as a nation we are showing the good 
it | French characteristic of paying indirect 
bea taxes with good grace while objecting 
,| strenuously and effectively to direct 
how 
: city} In the power industry with its 
rates, | spectacular engineering a good many 
r th | financial doubts have gone down with 
rai | open-mouthed admiration at massive 
nmis | powerhouses and long distance trans- 
ong@ mission. I believe that there is high 
have authority for attributing our whole 
some American wage level to the efforts of 
ower our electrical engineers. Certainly 
id| these have done more to carry the 
days, | Rooseveltian anti-trust movement on 
ower | their shoulders to its grave than the 
sibly power financiers have done. Some 
n to| idea of the size can be obtained from 
aia the fact that seven and a half billion dol- 
stem /arsis now invested in the industry, and 
non- | that within the last calendar year two 
le is| billion dollars’ worth of properties were 
ll its} involved in mergers and regroupings. 
cost 


Wuere Conrrot Is Vestep 


the| Five holding companies control very 
rmer | definitely 24,350 million Kwh., approx- 
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imately 40.8 per cent of the central 
station output. First among these 
seems to be the Northeastern with 
eleven per cent of the total central 
station production. The companies 
under the supervision of the Electric 
Board and Share rank second with nine 
per cent; the Insull interests third with 
8.7 per cent. Then come in order the 
North American (7.1 per cent) the 
Standard Gas and Electric (5 per 
cent). 

The eight next largest companies 
control another 15,061 million Kwh. or 
25.2 per cent of the total. These are 
the Southeastern Power and Light 
(4.4 per cent), the Edison United 
Companies of New York (3.7 per cent), 
the American Waterworks and Electric 
(3.7 per cent), the Pacific Gas and 
Electric (3.8 per cent), the Southern 
California Edison (3.8 per cent), the 
Public Service Gas and Electric (2.2 
per cent) the Cities Service (2.1 per 
cent) and the Stone and Webster 
interests (2.1 per cent). 

These thirteen companies have a 
direct control of sixty-six per cent of 
the total, and are further often con- 
nected among themselves in many 
ways, which would allow some of them 
to be considered as working identities 
of interest. 

The Electric Bond and Share (which 
is a company co-equal with the General 
Electric, consisting of essentially the 
same stockholders, but having since 
1924 a board of directors which does 
not interlock with the board of the 
General Electric) is financially in- 
terested in six of the parent or subsid- 
iary companies of the other large 
interests as well as in companies not 
falling under their controls. Together 
with the General Electric it probably 
has an influence of some sort on over 
half of the power industry. Its rev- 
enues are derived from four main 
sources: (1) fees for financing the 
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companies and marketing their secu- 
rities; (2) for supervising operating 
agreements on a stipulating basis; (3) 
for designing and building operating 
units; and (4) in dividends and interest 
from the securities of its supervised and 
associated companies. They stretch 
over thirty-three states. The Electric 
Bond and Share also has interests in 
five foreign countries through the 
American and Foreign Power Com- 
pany, which it controls. The total 
capitalization of its owned and super- 
vised interests has recently been put at 
one billion dollars. 

The spheres of influence of some of 
the large holding companies are wider 
than their stock controls indicate. 
When stock is widely held, a good deal 
less than fifty-one per cent is necessary 
for control. Professor Ripley has 
stated recently in connection with 
power securities that “with 300,000 
scattered holdings, fifteen and twenty 
per cent of the votes cannot be out- 
matched at an election.” 

The advantages claimed for the 
holding company are: (1) greater 
efficiency of operation, and consequent 
lower costs to the consumers; (2) 
cheaper financing of plants, additions 
andimprovements. The proof of these 
puddings is in the fact that retail 
lighting rates throughout the country 
have gone down 6.25 per cent in the 
last six years. 

This would not be so overwhelmingly 
impressive a price drop, even in & 
competitive industry which had been 
growing into the large-scale industry 
class as rapidly as the power industry 
has done. During these last six years 
production has increased fifty per cent, 
gross revenues sixty-six per cent and 
the operating ratio has gone down from 
its July peaks of 65.9 per cent in 1920 
to 52.1 per cent last year. During 


this period the amount of coal used per 
Kwh. was reduced one-third from 3.2 
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pounds to 2.1 pounds. Large seq) 
production and increased technigj 


efficiency would at first blush seem 
have been the main factors making fy 
the rate reduction, slight as it way) py, 
Certainly much of the credit the hold.’ the 0 
ing companies take to themselves 
that of shining in reflected glory | 
Certainly they are not responsible fr | int 
all the tie-ins and power exchange pre 
most of all not when their interests ay saute 
separated from each other by the width 96 ; 
of several states. ce 
Professor Dewing has taken twely Th 
typical holding companies and aul at the 
that of their holdings fifteen per cep} | saivesl 
was in their subsidiaries’ bonds, foy. cept 
teen per cent in their preferred stock 
and seventy-one per cent in their com. panie: 
mon stock. Nearly three-fourths ¢| 
their assets, in other words, represent a | 
claim on earnings only after bonds and 
preferred stocks have received ther 
share of the income. On top of thes 
the twelve holding companies _ issued 
twenty-five per cent bonds, thirty-two 
per cent preferred and forty-three per 
cent common. In other words, the 
dividends from a large part of the com- 
mon stock of the subsidiaries held by 
the holding companies have bem 
transformed for all practical purposes 
from a contingent to a fixed charge. 
Some parent companies, like the North 
eastern, have no funded debt and 
attempt to make capital out of that 
fact, in spite of the fact that all the 
bonds of their subsidiary corporations 
must be taken care of before the parent 
company stock can receive a penny. 
Professor Ripley in the Novembe pany 
Atlantic has pointed out the danger of |}. 5, 
this pyramiding: that when the operat Light 
ing subsidiary has mortgaged fifty Pet presiq 
cent of its income, a ten per cent drop pie ap 
in its earnings will cut the retum jt. 
available for its common and for the jh. ,, 
parent company one-fifth, and that 91. 
when the subsidiary has mortgaged mj, y 
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Stale) .ichty per cent of its income, a drop of 
‘nical Ag cent in the net will cut the 
eM to} gividends payable to the holding 
Ig corporation in half. 
t Was! ‘The fact that this system works in 
hold) ye other way has accounted for the 
Ives is| tremendous prosperity of the holding 
glory, companies. An increase of ten per 
le fe | cent in the earnings of an operating 
wbsidiary fifty per cent mortgaged will 
st$ at increase by twenty per cent the earn- 
width ings of the company which holds all 
its common. 
pis These, however, are matters which, 
' at the moment at least, interest us as 
T cent’ investors more than as consumers, ex- 
fou cept insofar as they indicate a large 
stock prosperity among the operating com- 
com panies. In spite of the desires of a 
ths of goup of the Investment Bankers’ 
sent | Association for a unified, possibly 
is and Federal, control of security issues, the 
| theit | chances are that, in spite of the essen- 
these investment banking function of 
issued tne holding companies, control over 
'Y+W0' their issues will come later than more 
ee pet rigorous control of the operating com- 
s, the panies will come. The theory of 
COM protection to consumers in non-com- 
ld by petitive industries is much more 
been strongly entrenched than that of 
protection to investors. 


North: Errecrs oN OPERATING COMPANIES 


There are, however, two ways in 
f that which holding company financing af- 
fects the operating companies, and it is 
atiOls with these that we are more imme- 
area diately concerned. The first of these is 
enny: that highly imaginative holding com- 
pany financing, such, for example, as 
getdlitas been exhibited by the United 
peral- Tight and Power, will, unless all 
'Y presidents follow Mr. Hulswit’s exam- 

ple and donate a million of their own 
retur™ to their company after its crash, lower 
or the the rate at which their bonds and 

stocks can be put onthe market. That 
gage this will affect the rate at which the 
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securities of the operating companies 
can be marketed seems to me unques- 
tionable. The second way is to some 
extent in futuro as yet, but people in 
the industry seem to give it a very 
present measure of recognition. It is 
the attempt, which may be expected, 
for the overcapitalization of the operat- 
ing companies on the basis of their 
increased efficiencies gua parts of a 
large system and on the basis of their 
sales price to the holding companies. 
This is surely a look ahead, but that a 
very serious attempt along this line 
is in the cards I do not doubt. 
President Ferguson of the Hartford 
Electric Light certainly foresaw over- 
capitalization of his operating company 
when he reported a refusal to join in 
the Northeastern merger in the words: 


Directors are fully cognizant of the tend- 
ency toward mergers and consolidations 
which has prevailed in the industry during 
the past year, but none of the suggestions or 
proposals made to date would seem to offer 
any material advantage to the stockholders 
to offset the higher price of current to them 
and to the public which must result from the 
recapitalization of the company on a much 
larger scale by a possible purchaser if the 
sale were to be effected at or above the 
present market prices. 


The same fact was certainly in the 
mind of the Advisory Committee of the 
Narragansett Electric Light when it 
said, in connection with the proposed 
sale of that company to the United 
Electric Power, that the recent history of 
our public utilities has shown that the 
control of an extensive electric light and 
power system is regarded as having a 
large value aside from the intrinsic 
values of the properties involved, and 
that very large prices have been paid for 
a controlling interest in such systems. 
Regarding the effect of the plan for 
merger on the stockholders as pur- 
chasers and users of electric light and 
power, the Committee contrasted the 
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oe earnings now required by the Narra- Power Company, and the commo,| Cama 
ae | gansett Company for its dividends and _ stocks of the latter company, an operg}.| a2 @! 
: . the amount that would be necessary ing company, which had a book valy 
to meet the dividends and interest of $26.17 and a 1924 market high ¢ 
requirements of the new capitalization. forty-seven, rose to sixty-nine at th 
; Dividend payments made by the Narra-__ time of the merger and later attained,| Th 
gansett amount to $1,880,000 and 1925 high of seventy-seven. = 
, This twenty-two to thirty point yj t 
Under the proposed merger the interest half stocks of an or ix 
and dividends, which the plan contemplates ving 
shall be paid, amount to over $3,300,000, an company, supposedly held to an eight | cons 
increase of over 75%. This tremendously Pet cent return = by our regulatory cont 
increased disbursement must come from System, cast a prima facie evidence of had 1 
earnings and as the customers are the only doubt on the adequacy of that regula. | these 
source of earnings, this eventually means tion. When we find that, due to lack| the4 
higher prices than otherwise necessary ... of an adequate budget, the Federj} mak 
even if rates for light and power should not ~~ Power Commission has not been ablety | _iarie 
be increased, it is obvious that they will not come to any agreement with this com. with 
be decreased as much as they naturally any on the net cost of its investment | has 
would without this tremendous increase 41.4 that the company in spite of a pre | has! 
in interest and dividend requirements. 
; scribed system of accounting carries an wisd 
The annual savings to be effected item of over thirty-two million dollars | collu 
through a combined use of the power in undistributed assets on its books | "ga 
plants are insignificant as compared there is adequate reason to believe that | that 
with this increased dividend require- much more than a fair rate of returnis| thec 
ment, amounting to only about being enjoyed, or, to put it mor| thet 


$150,000 to $200,000. concisely, much more than a proper| tion 

In New York State such prices, of rate base is being allowed. retul 
which the Public Service Commission I am using this as an illustration d | ploy 
takes note without having control, are the new situation which confronts ou | Ti 
the rule rather than the exception. regulatory system. Thiscompany sells | Publ 


In February of this year the Mo- to large industrial users along th this 
hawk-Hudson, a holding company ina Niagara frontier, some of whom hold | line 
stock exchange, acquired the common stock in it. It wholesales to allied, yw 
of the Northern New York Utilities companies, the Buffalo General Electric | pyra; 

\ Company, paying $80 for $60. among them. An allied transmission comp 
: The Mohawk-Hudson bought the company, the Buffalo Lockport and, divid 
Syracuse Lighting, a United Gas Ontario, distributes part of its energy. Th 
Improvement interest, paying $347 in The Public Service Commission, with | tom 
market value for stock with a book its hands full, and its budget imade-| then 


value of $106 and a market price some quate, with a membership not selected - 
months before the sale of $265. In according to mastery of the economic — 


this case the vending company, the and legal intricacies of valuation work, 
United Gas Improvement, held a _ with a practice of acting only when) atly 
fifteen per cent interest in the purchas- complaints are brought, of Cours) at jeg 
ing company. receives no complaints from the allied | | of . 
Last year the Buffalo, Niagara and interests and does not investigate.) gro 

Eastern, a holding company which And yet this is the largest hydro plant the 

later became part of the Northeastern in the country and represents, I am | faster 
merger, bought the Niagara Falls told, the cheapest power this side of the capit 
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of the 


Canadian border. Here is practically 
an air-tight set-up. 


Dancers Hotpinc Company 
CONTRACTS 


There are certain of our public ser- 
vice commissions which are convinced 
that the danger of increased costs 
or inadequately reduced costs to the 
consumers lies in the holding company 
contracts. ‘The commissions have not 
had much success with the regulation of 
these in the telephone industry, where 
the American Telephone and Telegraph 
| makes contracts with its state subsid- 
iaries. These are essentially contracts 
with itself. Yet the Supreme Court 
has said that the local regulating board 
has no right to pass judgment upon the 
wisdom of the contract; that unless 
collusion can be proved, it must stand, 
| regardless of its possible improvidence; 
that the local company is entitled under 
the constitution to earn enough to meet 
the terms of the contract and in addi- 
tion earn enough to give a reasonable 
return upon all property locally em- 
ployed in the industry. 

The chairman of the Department of 
Public Utilities of Massachusetts puts 
this danger of the holding company 
line-up in the following words: 


What purpose is there ir these mergers 
pyramiding their paper on top of the local 
companies? Who is to pay interest and 

| dividends on all that paper? 

The only way in which it will be possible 
to make good these various pieces of paper 
the mergers are issuing is, it seems to me, 
through their being able to obtain valuable 
contracts with the distributing local com- 
panies. Contracts which will run for a long 

| number of years; and although not appar- 
ently bearing excessive terms at the outset, 
at least to the public eye, yet in the process 


| of time, they having the field, with the 
growth of the business and the growth in 
| the electric industry increasing much 
faster than the growth of the invested 
capital,—by growth in the volume of busi- 
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ness they will be able to get enough profit 
through these contracts to pay interest upon 
a lot of paper which represents practically 
nothing at the present time, except various 
good wills and theories of people that the 
values of these various properties are such 
that they ought to be allowed to issue the 


paper against them. 


On these holding company contracts 
we have as yet relatively little data, 
only such data as the commissions 
themselves bring to light. The In- 
diana Public Service Commission, for 
example, recently found a contract 
between the Commonwealth Power 
Corporation (a holding company on 
which the American Superpower is 
heavily represented), and the Southern 
Indiana Gas and Electric, an operating 
company, whereby the former received 
ten per cent of the total cost of «xten- 
sions, additions and betterments to the 
electric, gas heating and other prop- 
erties, and two per cent of the entire 
gross earnings from all departments of 
the company. This was by way of 
compensation for general management 
and supervision service. The Commis- 
sion, although granting the increase in 
traction rates asked by the company, 
denounced the contract as “simply a 
process of milking the patrons of the 
utility and obtaining an enhanced 
return on the investment.” 

In March the Michigan Public 
Service Commission expressed a sincere 
but probably futile hope, which seems 
to be all the satisfaction left to the 
commissions by the court decisions in 
the matter of holding company con- 
tracts. Allowing the four and a half 
per cent contract of the Michigan Bell 
with the American Telephone and 
Telegraph, it said: 


Although all of the operating expenses 
which the Supreme Court held should be 
allowed have been allowed because of its 
opinion, when and if the position of that 
court shall be modified, reservation is 


value 
at the 
ned g 
ot Tise 
rating 
| eight 
eight 
latory Be igt 
nee of 
egula- 
ble to 
COM- 
tment 
a pre. 
les an 
lollars 4 
; 
that 
more 
ts our 
y sl 
lectnic jt 
and 
with a 
nomic 
work, 
when 
| 
| 


124 Tue ANNALS OF THE AMERICAN ACADEMY 


made of the right to compel the Michigan 
Bell Telephone Company to disgorge any 
money taken under the so-called 4% per 
cent contract in excess of what it shall 
ultimately be determined it is entitled to 
receive, and the right is also reserved to 
recover such amounts as have been taken 
from the public by telephone rates to pay 
a return on reinvested depreciation reserve, 
used for the purpose of earning and pay- 
ing dividends thereon to its stockholders. 
These holding company contracts 
seem to reach their finest flower in the 
soil of interstate business where whole- 
saling across state lines is completely 
uncontrolled. In March the Maryland 
Public Service Commission found that 
the Consolidated Gas, Electric Light 
and Power Company was renewing a 
contract for the hydro power from 
Holtwood, Pennsylvania, at the rate of 
six mills, at a time when the power was 
being produced at 4.9 mills in the com- 
pany’s own plants. The companies 
have several directors in common. 


WHEREIN THE ComMIssIONS ARE 
HANDICAPPED 


In other words, the hands of the 
commissions are fairly well tied by an 
arrangement which is the outstanding 
feature of regulation in the industry. 
The Michigan Commission reserves the 
nominal right to recapture if and when 
the Supreme Court changes its mind. 
Massachusetts goes on record that in 
any long-time contract between com- 
panies for the sale or exchange of 
electricity the approval of the Depart- 
ment of Public Utilities must first be 
obtained. 

The situation is made more difficult 
by the decision in April of the United 
States Supreme Court in the appeal of 
the Board of Public Utility Commis- 
sions of New Jersey against the New 
York Telephone Company. This 
throws the additional onus of very 
quick action upon the regulatory 
bodies which are not quick in action. 


That amazing decision was to the effeg 
that the company had a right to a fap 
return on its surplus earnings arising 
from sums contributed by consumey 
over and above the fair return on ji; 
rate base. The customers must pay, 
return not only on the “value,” rathe 
than the cost, of property bought with 
funds contributed by investors, by 
also on the “value” of property bought 
out of earnings. 

One of the two places where a halt 
can be called and apparently is calle 
on the undue charges for construction, 
management and sales of current by} 
holding companies and on the constant 
circle of reproduction costs and values, 
is where the Federal Waterpower Ad 
can be enforced. At Conowingo las 
winter, because the development lay 
partly in Maryland and partly in| 
Pennsylvania, the Federal Power Con. 
mission in co-operation with the two 
state commissions was able to cut out 
the largest share of capitalized expecta- 
tions. The project’s cost was put a 
fifty-two million dollars. The com 
pany holding had an elaborate setup d 
subsidiary companies and proposed to 
issue, in addition to the allowed bonds | 
and preferred stocks which completely 
covered this fifty-two million dollars, a 
additional 94,200 shares of no pa 
common in two classes, only oned 
which would carry the voting power 
This overissue, which is in our bes, 
utility practice elsewhere, was ds 
allowed. Not only was the mal 
investment held down to the net cost, 
but provisions were written into the 
various leases and contracts betwee 
the generating, transmitting and dis 
tributing companies stating expressly 
that subject only to unanimous agree 
ment to alter them by the three com 
missions the rentals should return only 
seven per cent on the actual legitimate 
investment. But there are not many 
Conowingos. The bulk of the power 
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ig steam produced and the Federal 
Waterpower Act does not apply. 


In CoNCLUSION 


To sum up the situation: the public 
service commissions are confronting 
increasing complexities raveled before 
them by very expert gentlemen. The 
commissions are in many cases finan- 
cially unable to do more than tackle a 
few parts of the problem presented to 
them. In some cases they do not 
even investigate rate bases or returns 
unless complaint is brought, and with 


} subsidiaries purchasing the power, 


complaint is not brought directly by 
any consumer. Further, the courts 
have upheld holding company con- 
tracts; they have also allowed the 
vicious circle of rates and values to 
constantly increase the rate bases of 
the properties; they have aHowed a 
return on the surplus out of earnings 
and have generally assumed a control- 
ling say in the matter of regulation 
which holds little hope for its future 
unless the states insist on writing into 
all new charters, contracts and leases 
the principles of the Federal Power 
Act. 


On its 
Pay a | 
rather | 

at with 
'S, but 
a halt | 
uction, 
mnstant | 
values, 
er Act 
0 lat 
nt lay | 
tly in| 

‘ut out 
t 
put at 
tup of 
bonds | 
ars, al 
per 
one of 
Dower 
s dis 
t cost, 
to the 
tween 

res 
ons 
‘imate 


Federal and State Relations in the Control of Power 
Development and Distribution 


By P. 
Deputy Attorney-General, Commonwealth of Pennsylvania 


OST of the debate over the powers 

and duties of the Federal and 

state governments in dealing with our 

economic life beats the air in a war 

with shadows. It is a discussion of un- 

realities. The realities of this problem 

of power development and distribution 

are economic realities, but the debaters 

are blinded to them by phantoms from 
the world of politics. 

Take the State of Connecticut, for 
example. It is only a part of southern 
New England, the great finishing shop 
of American manufacturing enterprise. 
Upon Connecticut’s small water powers 
the creative ingenuity and energy of its 
people, generations before the age of 
electricity, laid the foundations of the 
industrial greatness of the little com- 
monwealth. The small water powers 
are intensively developed but were 
long since outgrown. Today the chief 
source of the life-stream of energy for 
Connecticut mills is in the coal fields of 
Pennsylvania. The margin of unde- 
veloped water power within the state is 
small. So much for sources of supply. 
On the side of demand Connecticut to- 
day is too small a territory to be an 
economic unit of electric service. The 
mere political fact that it is a sovereign 
state does not overcome these handi- 
caps in dealing freely with this new 
economic force. Its industrial fate de- 
pends on intefstate commerce in elec- 
tricity—on cheap mass production of 
electrical energy at sources in other 
states for transmission over its borders 
and on an integrated power pool for 
distribution embracing many states. 

Compare Connecticut with the State 


of Texas—an empire in area in whid 
we could sink a superpower system 
without a ripple on the borders, ( 
take the State of California, in whid 
for more than a decade electric current 
from a water power site midway of the 


state north and south has been delivered | 


near the southern border, five hundred 
miles away. The contrast betwea 
the California situation or the Tex 
situation and the situation of Connes 
ticut, or any one of the New England 
States, with the possible exception d 
Maine, clearly shows that New Eng 
landers, in making an issue of Feder 
authority against state authority fo 
the control of power service, are no 
dealing with realities. 


DisGuIsEs AND DecEprTions 


Let us look critically at some d 
these phantoms. In the first plac) 
there is an underlying assumption i 
many minds that the relation of th 
state to the nation is by nature a ree 
tion of antagonism. The Fathers d 
the Republic knew better. They mad 
the nation the common agent of th 
people of all the states. They foresay 
joint and friendly action by the tw 
parts into which they divided th 


sovereignty of the American peopl. j 


Outstanding examples are: The prove 
sions of the Constitution for co-opem 
tion of states and nation in organizing 
arming, disciplining and governing tht 
militia of the states; for the nation’ 
guaranteeing to every state a republ- 
can form of government and protection 
against invasion and domestic violenct; 
and for approval by Congress of inter 
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state compacts. Our history records 
numerous instances of joint and 
friendly action of nation and state, but 
it remained for the Roosevelt acminis- 
tration, in our own time, to set forth in 
a proper light, as a major political prin- 
ciple, the idea that co-operation, not 
antagonism, is the proper relation of 
national and state power. This was 
forcibly brought out in the report of 
the Inland Waterways Commission, a 
report closely related to the struggle 
over water power. The political idea 
underlying the Inland Waterways 


| Commission report, and many other 


acts of the Roosevelt administration 
dealing with natural resources, was 
that the state and the nation should so 
co-operate in their regulation of natural 
resource disposal that there would be 


, no twilight zone on the borders of their 


authority without any public control 
at all. The Federal Water Power Act 
was built on that theory. 

Moreover there is—shall I say in- 
sincerity—no, that is too strong a word 
—there is deception on the part of 
those who argue for one side or the 
other of this fictitious issue, and it is 


| very often the most dangerous kind of 


deception, namely self-deception. The 
supposed issue is deceptive in two re- 
spects that I will mention here. It is 
supposed to coincide with the issue of 
centralization against decentralization 
in government ; but, as a matter of fact, 
Federal activity does not necessarily 
mean centralization. The administra- 
tion of the United States Forest Service 
is decentralized. The administration 
of the United States Reclamation Serv- 
ice was decentralized before its deg- 
radation was begun a dozen years ago. 
Most important of all, the real issue 
behind this debate over Federal au- 
thority and state authority, the hidden 
but true issue, is most often the issue of 
property against personality, of money 
againstmen. ‘That is the reality which 


frequently lies behind this discussion. 
That was so with respect to the fight 
for the conservation of natural re- 
sources. It was especially so in the 
long battle over water power which 
ended in the Federal Water Power Act. 
That struggle lasted fourteen years and 
from the beginning to the end of it the 
clamor for state rights was continually 
raised against the proposals of the con- 
servationists, raised in the halls of Con- 
gress, in the courts, in contests before 
the executive departments; but never 
once was it raised save in behalf of 
the men who demanded water power 
grants in perpetuity without those 
conditions essential for safeguarding 
public rights which were finally em- 
bodied in the Act. From the begin- 
ning to the end the deceptive hand was 
disguised in the hide of state rights, 
but to the understanding ear the tell- 
tale voice betrayed the would-be un- 
controlled monopolist. 

The same thing is true about the 
controversy over the Maternity Act. 
To some extent it is true about the con- 
troversy that is coming over blue sky 
laws. For example: Pennsylvania has 
an admirable blue sky law, admirably 
administered, in such a way that it has 
won the praise of great banking houses. 
Yet some very strong financial inter- 
ests, instead of adopting the policy of 
co-operation with the states in this 
matter, have come out for a Federal 
blue sky law, and the reason is obvious 
—they can market their bonds better 
if a good law is spread all over the 
country than if there are many bad 
spots left. 

The reality behind the water power 
controversy in particular and the elec- 
tric power controversy in general is, 
in the last analysis, that it is a struggle 
over who is to get the benefits that are 
to come from the developmen of our 
natural resources; because oi course 
electric power comes either from water 
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power or from coal, with a negligible 
amount coming from oil and natural 
gas. That this is the real issue was 
illustrated with respect to water power 
in the original set-up of the Conowingo 
project. A clause in that set-up pro- 
vided that the price to be paid for the 
electric current generated by water 
power from the Susquehanna River 
was to rise and fall with the price of 
coal. That provision was disallowed 
by the Federal Power Commission, but 
such was the proposal. 


Gertinc Down To REALITIES 


So much for the phantoms. Now let 
us get down to the realities. In order 
to keep for the people of the country— 
the consumers—their fair share of the 
benefits to be derived from these nat- 
ural resources through privately owned 
corporations operating under public 
regulation, certain things have to be 
done, either by the Federal Govern- 
ment or by the state governments, and 
the choice of which government is to do 
them is a choice of expediency, to be 
determined in the light of the consti- 
tutional powers of those governments 
and of the practical situation. These 
things are realities. The first of them 
is that the amount of money upon 
which the constitutional right of the 
investor in the enterprise to a fair re- 
turn is to be calculated, must be limited 
to the amount of money actually paid 
into the enterprise by the investor with 
reasonable prudence. That rate-base 
is sometimes called the “prudent 
investment” rate-base. In the Federal 
Water Power Act it is called the “net 
investment.” This rate-base is writ- 


ten into the Federal Water Power Act, 
and the state commissions, in regulat- 
ing the rates charged for electricity 
generated under that Act, are restricted 
to that base. 

This is contrary to the general rule 
set up by the Supreme Court of the 
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United States in the case of Smyth y, 
Ames, and following cases, where it was 
held that the rate-base was the valy 
of the property at the time of regula 
tion. That rule gives the unearnej 
increment to the company and takesj 
from the consumer. That rule, with. 
out any further words, would hay 
imposed the substance of the Cong. 
wingo coal clause upon the people 
Philadelphia who are to consume the 
current from that project. The Fed 
eral Water Power Act saved the people 
of Philadelphia from that rule in that 


case. The Pennsylvania Water Powe | 


Act of 1923 has the same effect upm 
all water powers wholly within the state 
that are not subject to the Federal aet; 
and a provision, inserted at the instane 
of the Pennsylvania commissioners jp 
the proposed compact with New Jersey 
and New York governing the Delawar | 
River, would extend this principle t 
the 400,000 water horse power that 
may hereafter be developed in that 


boundary stream. The Pennsylvania 
Giant Power bills sought to extend this 
principle to steam-generated electricity 
also. 

The second reality is that, in the | 
regulation of the security issues d 
power companies, the par value of the 
securities shall be equal to this rate 
base, this net investment. That iss 
reality because the people—the con 
sumers—will thereby be saved from de 
ception; they will know what the rate 
base is by simply finding out what the 
securities outstanding are. That ruk 
has practically been in effect in Masse 
chusetts for a generation. Speaking 
broadly, a public utility in Mass 
chusetts cannot issue securities beyond 
the net investment. To a certain & 
tent that was written into the Feder 
Water Power Act. 

On the principle of co-operation 
between Federal and state gover 
ments embodied in that Act, it was 
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provided that the general power of 
regulating rates, service and security 
issues was handed over to the state 
commissions as to power coming from a 
project developed under Federal li- 
cense. But if the states neglected the 
job, if they did not make due provision 
for the exercise of that power, then and 
to that extent, the Federal Power 
Commission was to regulate. This 
authority had never been exercised un- 
til the Governor of Pennsylvania, be- 
cause the law of this state does not 
give the Public Service Commission the 
| guthority to regulate the issue of se- 
curities, appealed to the Federal Power 
Commission and requested that the 
securities to be issued in connection 
with the Conowingo project be regu- 
lated by that Commission and be 
regulated on this principle. The Fed- 
eral Power Commission took the action 
requested ; so that here, too, the people 
of Philadelphia, who are to be the con- 
sumers, have been saved by this Federal 


ation 


a4 


Water Power Act from deception by 
inflated security issues for the Cono- 
wingo project. The proposed Giant 
Power legislation would have em- 


bodied this additional safeguard of the 


consumer’s rights in the law of the state 
and thus would have made the exercise 
of Federal authority for their protec- 
tion against deception unnecessary. 
Ihave space to mention but one more 
of these realities, namely: A just and 
stable measure of the “fair return” to 
which the corporation is entitled by the 
guaranty of the Constitution. There 
now prevails a tendency to hit upon 
some percentage of the rate-base as the 
measure of a fair return and to apply 
that percentage in all cases without 
distinction of time or place. The rate 
of return tends to become fixed and in- 
flexible as, for example, seven per cent 
in Pennsylvania. But it is obvious 
that a rate of return fair in one place or 
at one time may be unfair in another 
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place or at another time. This inflexi- 
bility of the fair return standard 
pushed many utilities, especially street 
railways, to and over the edge of bank- 
ruptcy in the era of inflation after the 
war; while many of those which had 
enough to keep out of trouble then are 
getting too much now. 

This prevailing standard of measur- 
ing the fair return robs Peter to pay 
Paul today and robs Paul to pay Peter 
tomorrow. Therefore the Pennsyl- 
vania Giant Power bills proposed to 
measure the fairness of the return by 
its effect in attracting new capital 
needed for the extension of the com- 
pany’s facilities and service. If the 
return fixed by the regulating com- 
mission is too small to attract that new 
capital it is unfair to the company. 
If it is larger than is necessary to at- 
tract that new capital it is unfair to the 
public. Therefore, under normal con- 
ditions for a well managed company, 
the security market gives a daily in- 
fallible answer to the question whether 
any proposed rate of return is or is 
not “fair.” To that standard and to 
the arbitrament of the security market 
the American Telephone and Telegraph 
Company appealed for justification in 
raising its dividend rate from eight to 
nine per cent in the period of price 
inflation and interest inflation after the 
war. The increase carried the stock 
from slightly below to slightly above 
par in the market and so made possible 
a new stock issue at par for the finan- 
cing of extensions and improvements. 


Strate or Feperat RecuLaTION? 


What says expediency as to the 
choice of governments, - Federal or 
state, for achieving these realities? 

The authority of the Federal Gov- 
ernment over water power is quite 
different from its authority when the 
power comes from fuel. The move- 
ment for Federal regulation of water 
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power began in 1906 with respect to the 
water powers in the national forests, 
and in 1907 with respect to those in 
navigable rivers. During the contro- 
versy there was comparatively little 
development in navigable rivers, and 
the development in national forests pro- 
ceeded under a law authorizing revoca- 
ble permits. The result was that in 
this instance the stable door was 
locked before the horse was stolen, so 
that seventy-five per cent, more or 
less, of the water power resources of the 
country are subject to the Federal 
Water Power Act. 

Where fuel is the source of power, the 
Federal Government is not a landlord 
as it is in the case of water power, 
except with respect to the oil and coal 
deposits in the Far West. In the East, 
in Pennsylvania and the northeastern 
section of the country, coal deposits 
are in private ownership, and there- 
fore, as sources of power, are under 
state jurisdiction. The question, there- 
fore, is: How shall the state use its 
jurisdiction in dealing with the realities 
I have discussed? 

Without attempting to go into it in 
detail, I will say in passing that in the 
so-called Giant Power legislation, pro- 
posed by Governor Pinchot, the state 
was attempting to deal with those reali- 
ties as to electric power developed from 
fuel on the principles upon which the 
Federal Government, with the ap- 
proval of the industry, has dealt with 
them as to electricity developed from 
water power. 

When it comes to distribution of 
power as opposed to its generation, we 
have a field of contact between Federal 
and state authority in the matter of 
interstate transmission. Undoubtedly 
the transmission of electric current over 
a state border line is interstate com- 
merce. Under the ruling of the courts 
with respect to other forms of inter- 
state commerce, which we may expect 


to see applied to this one, some of the 
commerce may be regulated by th 
state so long as Congress chooses tod 
nothing about it, but another part ofjj 
cannot be regulated by the state no}. 
withstanding Congress chooses to d 
nothing about it. If the company 
which carries the current across th 
state line itself distributes that current 
to consumers, then the state may regy. 
late until Congress takes over the job, 
But if the company which carries jj 
across the state line delivers it to, 
distributing company in the receiving 
state, then that transaction cannot lk 
regulated by the state, notwithstanding 
Congress does nothing about it. Asa 
matter of fact Congress has done noth. 
ing about it except in the Fedenj 
Water Power Act. In that Act it has 
said, as to current coming from water 
power projects licensed under that Act, 
that the job of regulation is turned ove 
to the states so far as the two state 
concerned can agree about it and so far 
as their commissions have authority, 
but that insofar as they cannot agre 
about it, or their commissions have no | 
authority, the Federal Power Commis 

sion shall regulate. A bill introduced | 
into the Senate by Senator Norms 

would extend that principle of th 

Federal Water Power Act to all electric 

current transmitted across state lines 

whether generated under Federal 

cense or not. This means chiefly 

steam-generated current. That is, it 

would give to the commissions of the 

states concerned the duty of regulation 

insofar as they were authorized by their 

state laws and insofar as they agreed; 

failing which, the Federal Power Com- 

mission should regulate, as it did in the 

Conowingo case to which I have 

referred. 


Proposep SOLUTIONS 


Is there any other solution? One 
has been proposed. Last fall there 
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was a negotiation entered into by the 
states of New York, New Jersey and 
Pennsylvania with a view to an inter- 
state compact for the regulation of 
interstate commerce in electric power. 
It was contemplated that if these three 
states could agree upon a compact, it 
should be so drawn as to invite the 
adhesion of other states in the north- 
eastern section of the country; and del- 
egates from other states, including 
Maryland, Vermont and Massachu- 
setts, attended some of the meetings 
and took part in the discussions. When 
it came to the pinch, New York with- 
drew from the negotiations and they 
were not renewed. However, the in- 
cident is worth mentioning here as an 
alternative attempted solution of this 
problem. 

The solution was that these states, 
with the consent of Congress, should set 
up by compact an interstate commis- 
sion; that this interstate commission 
should be given the regulation of com- 
merce among these states in electric 
power, no matter whether the company 
carrying it across the line distributed it 
directly to consumers or sold it at 
wholesale to a distributing company in 
the receiving state. It was proposed, 
however, that each state should have 
the right to compel the segregation of 
itterstate transmission from the gen- 
erating and distributing businesses; also 
that the companies should themselves 
have the option of making that segrega- 
tion, so as to limit the jurisdiction of 
this proposed new interstate commis- 
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sion within thenarrowest terms possible. 

It was also proposed to deal with the 
holding company in the following man- 
ner. In the first place, no holding 
company that was not incorporated in 
one of the states bound by the compact, 
and no officer, agent or director of such 
a company, was to be allowed to vote 
any stock in any operating company in 
any one of the states. It was proposed 
that the commission of any one of 
these states, confronted with the job of 
regulating an operating company in 
that state, and confronted with such a 
contract between the holding company 
and the operating company affecting 
the cost of electricity—that the orders 
of the commission for the production 
of books and evidence should run into 
all the states bound by the compact. 
And thereby the facts, all the facts, 
could be brought out as to whether 
it was an equitable contract or not. 
I merely mention this attempt to 
use state authority instead of Federal 
authority in the regulation of interstate 
commerce in electric power, and the 
different provisions of the Federal 
Water Power Act on that subject, as 
illustrations of the proposition with 
which I started; that in stressing the 
difference between state and Federal 
authority in these matters we are not 
facing the realities. If we are to deal 
with the realities we must use both 
state and Federal authority, and if we 
fail to use them co-operatively, as 
expediency may dictate, the realities 
will escape us. 
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Federal Versus State Jurisdiction Over Power Develop. 
ment and Its Supervision 


By O. C. Merri. 
Executive Secretary, Federal Power Commission 


HE question of the development 

and distribution of electric power is 
fast becoming one of the most impor- 
tant of our domestic economic prob- 
lems, second only to that of transpor- 
tation. The lighting of our homes and 
streets, and the operation of our indus- 
tries, our local transportation systems, 
and to a constantly increasing degree 
our main line railroads are dependent 
upon the production, transmission and 
distribution of electric energy. The 
volume of electric energy produced and 
used is increasing with extreme rapid- 
ity. A business which is so rapidly 
expanding creates a host of new ques- 
tions respecting its management and 
regulation that demand consideration, 
if it is to develop with a due regard to 
the public interest. 

Supervision or regulation of power 
development may be directed to one or 
both of two phases or stages of the 
problem: to the physical side, such as 
the plans of development and the 
construction and operation of the 
plant; or to the business side, such as 
the production, transmission, distribu- 
tion and sale of the product, and to the 
financing of the undertaking. For the 
purposes of this discussion the exercise 
of governmental control over the 
physical elements will be called “‘super- 
vision,”’ and over the business elements, 
“regulation.” 

With respect to the physical side, 
the state and Federal governments 
have points of contact only where 
water-power development is involved; 
for the Federal Government assumes 
no supervision over any other type of 


development, and over water-power 
development only in those cases wher 
lands or other property of the United 
States are to be used, or where the 
interests of interstate or foreign com. 
merce or international relations ar 
concerned. Such supervisory authority 
as the Federal Government has assumed 
in these circumstances is conferred 
upon and exercised by the Federal 
Power Commission under the provi- 
sions of the Federal water power act of 
1920. Likewise, with respect to the 
business side, that is, to the regulation 
of accounting practices and of rates, 
services and securities, the Federal and 
state governments at present have con- 
tacts in those cases only where projects 
are built under license of the Federal 
Power Commission; for under no other 
circumstances has the Federal Goverm- 
ment yet asserted jurisdiction. 

Such possibilities of conflicting o 
overlapping jurisdiction as may exist at 
the present time between the state and 
Federal governments respecting either 
supervision or regulation of power 
development arise, therefore, wholly 
out of the administration of the Fed- 
eral water power act. Under such cir 
cumstances it seems desirable to review 
certain of the provisions of that act 
and to discuss certain of the adminis 
trative policies of the Commission 
which relate to the subject before us. 


FEDERAL SUPERVISORY Powers 


The supervision, which the Federal 
Power Commission exercises, or may 
exercise, over water powers which it 
licenses, covers approval of the gen- 
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eral scheme of development and of the 

of the physical structures, deter- 
mination of the time within which the 
gork shall be begun and completed, 
inspection of construction, requirement 
of maintenance of plant in full operat- 
ing efficiency and of the establishment 
of reserves adequate to make all neces- 
sary repairs and renewals, and the 
adoption of regulations for protection 
of life, health and property. 

While certain of the states such as 
New York, Wisconsin and West Vir- 
ginia exercise supervision over all of 
the items above named, it appears that 
other states make little or no attempt 
to do so. In general, those states 
with administrative water codes gov- 
ening the appropriation and use of 
the waters of their streams fix the time 
for beginning and completing construc- 
tion as a condition of maintenance of 
right to the use of water. Some of 
these states require the approval by a 
state official of plans of dams in order to 
give public protection against unsafe 
structures. A considerable number of 
states through their boards of health 
prescribe regulations respecting sanita- 


| tion in connection with the construc- 


tion and operation of the power plants. 
The majority of states through public- 
utility regulatory statutes make re- 
quirements with respect to the estab- 
lishment of depreciation reserves, but 
few, if any, appear to exercise jurisdic- 
tin over the employment of these 
reserves for purposes of renewals or 
replacement other than as the matter 
may affect findings in a rate-fixing 
proceeding. 

Few of the states appear to have 
attempted to exercise such supervision 
over the general scheme of proposed 
water-power developments as to insure, 
as the Federal water power act at- 
tempts to do, 
that the project adopted . . . shall be such 
as... will be best adapted to a compre- 


hensive scheme of improvement and 
utilization for the purposes of navigation, 
of water-power development, and of other 
beneficial public uses. 


In the only instance where a conflict 
was imminent between the Commission 
and state authorities over this question, 
public hearings and the production of 
new evidence resulted eventually in 
an agreement being reached. Experi- 
ence in the administration of the Fed- 
eral water power act has shown the 
necessity of the exercise of this author- 
ity by some public agency if waste of 
our water-power resources is to be 
avoided. 

The Federal Power Commission re- 
views all plans of structures with a 
view of determining whether they are 
reasonably well adapted to make 
effective use of the power available at 
the site to be developed. It has, in 
co-operation with state agencies, occa- 
sionally passed upon and required 
revision of plans of dams that appeared 
to have inadequate margins of safety. 
When navigation structures are in- 
volved, the act requires that the plans 
shall be subject to the approval of the 
Chief of Engineers and of the Secretary 
of War. All construction work in 
progress in navigable waters is sub- 
jected to inspection by the engineers 
of the War Department. Only rarely, 
in other cases, has the Commission 
found conditions such as to make it 
necessary to have continuous inspec- 
tion of construction work and in these 
cas’. it has requested state agencies 
either to assume complete responsi- 
bility or to co-operate with the Com- 
mission. 


Avorpine DEeap.Lock 


Since the supervisory authority pos- 
sessed both by the states and by the 
Federal Government appears to have a 
sound legal basis, so that the assent or 
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approval of each is required before a 
project can proceed, there is possi- 
bility of a deadlock between the two 
authorities. As partial avoidance of 
such a situation the Federal water 
power act requires an applicant for a 
license to present satisfactory evidence 
of compliance with “the requirements 
of the laws of the state or states within 
which the proposed project is to be 
located with respect to bed and banks 
and to the appropriation, diversion and 
use of water for power purposes and 
with respect to the right to engage in 
the business of developing, transmit- 
ting, and distributing power, and in any 
other business necessary to effect the 
purposes of a license under this act.” 
This requirement of the act avoids 
approval by the Commission of a 
project which has not the approval of 
the state. It does not, however, ob- 
viate conflict of supervisory authority 
after the approval and issuance of 
permit or license. Asa matter of prac- 
tical administration, therefore, conflict 
can be avoided only by co-opera- 
tion between the two agencies. Not- 
withstanding the rapid growth of the 
power industry and the increase in 
interstate transactions, the Federal 
Power Commission considers that 
power development is still primarily a 
matter of local or regional interest 
rather than national, and that, there- 
fore, supervision should as far as prac- 
ticable be exercised by the states, the 
Federal Government holding its powers 
in reserve to aid or supplement the 
states. This policy of co-operation 
between state and Federal agencies 
will, it is believed, make the most effec- 
tive use of the authorities which both 


possess. 
Powers OF THE COMMISSION 
With respect to regulation of rates, 


services and securities, or other matters 


affecting the business aspects of power 


development, the Federal Power Com. 
mission through jurisdiction conferred 
by the Federal water power act exer. 
cises such regulatory authority as the 
United States has yet asserted in the 
premises; but it exercises it only with 
respect to its own licensees, and then, 
in general, only in absence of authority 
in the states to exercise such regulatign 
themselves. 

The Commission is authorized t 
prescribe and has prescribed a system 
of accounting for its licensees. Where, 
however, there is a system of account. 
ing prescribed by appropriate state 
authority the licensee is not required ty 
maintain the Commission’s system, 
but merely to submit under the class- 
fication of items of the Commission's 
system of accounts certain reports 
applicable only to project property, 
Since the United States has the option 
at the termination of any license to 
issue a new license to the original 
licensee, or to issue a license to a new 
applicant, or to take over the properties 
itself; and since if either of the last 
two options is exercised, the properties 
must be paid for on the basis of the 
net investment not to exceed fair 
value, the maintenance of a standard 
method of fixed capital recording and 
reporting is essential. 

For similar reasons the approval of 
the Commission is required for the ex 
ecution of contracts extending beyond 
the license period. State interests are 
recognized by requiring in addition the 
approval of the appropriate state agen- 
cies. The provisions of the law with 
respect to accounting, reporting, and 


long term contracts, are primarily for | 


the purpose of protecting the potential 
interests of the United States in the 
properties under license. The policies 
pursued in their administration would 
appear to obviate any conflict of 
jurisdiction between the states and 
the Federal Government. 
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FrepreraL Versus STATE JURISDICTION 


Wuere State Jurispicrion Enps 


In the majority of cases the transac- 
tions involved in the production and 
distribution of power fall wholly within 
state lines and are, therefore, within 
the jurisdiction of the state; but, if we 
may reason from analogous circum- 
stances in cases of interstate delivery 
of gas as treated in recent Supreme 
Court decisions, state jurisdiction 
ceases when the electric energy passes 
across the state line and the transaction 
thereupon becomes “interstate com- 
merce.” In the Kansas Natural Gas 
cases ' the Court said: “The commerce 
cause of the Constitution, of its own 
force, restrains the states from impos- 
ing direct burdens upon interstate 
commerce.” 

Interstate commerce in electric en- 
ergy may occur under either one of two 
sets of circumstances. It may consist 
in the transmission and sale of energy 
produced in one state and transported 
and furnished directly to consumers 
in another state by the company so 
producing and transporting; or it may 
consist in the transmission and sale in 
wholesale quantities to a distributing 
company, the transporting company 
possessing no franchise rights for en- 
gaging in distribution itself. 

It is under the first set of circum- 
stances that the great majority of 
interstate energy transfers are taking 
place to-day. They are illustrated in 
the case of the Pennsylvania Gas Com- 
pany v. the Public Service Commission 
of New York,? in which the Court said: 


The thing which the State Commission 
has undertaken to regulate is local in its 
This local service is not of 
that character which requires general and 
uniform regulation of rates by Congres- 
sional action. ... It may be conceded 


that the local rates may affect the inter- 
state business of the company. But this 


1265 U. S. 298; 40 Sup. Ct., 544. 
7252 U. S., 23; 40 Sup. Ct., 279. 
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fact does not prevent the State from making 
local regulations of a reasonable character. 

Until the subject matter is regulated 
by Congressional action, the exercise of 
authority conferred by the State upon the 
Public Service Commission is not violative 
of the commerce clause of the Federal 
Constitution. 


The second set of circumstances— 
wholesale interstate transfers—were 
illustrated in the Kansas Natural Gas 
cases, and are the circumstances under 
which, in several cases, important 
interstate energy exchanges are taking 
place to-day and will take place to a 
constantly increasing degree in the 
future as the limits of our superpower 
systems are extended and their ca- 
pacities increased. In the Kansas Gas 
cases the Supreme Court said: 


The business of supplying, on demand, 
local consumers is a local business, . . . 
whether the local distribution be made by 
the transporting company or by inde- 
pendent distribution companies. ... But 
here the sale of gas is in wholesale quan- 
tities, not to consumers, but to distributing 
companies for resale.... The trans- 
portation, sale, and delivery constitute an 
unbroken chain, fundamentally interstate 
from beginning to end, and of such con- 
tinuity as to amount to an established 
course of business. The paramount in- 
terest is not local but national, admitting 
of and requiring uniformity of regulation. 
Such uniformity, even though it be uni- 
formity of governmental non-action, may 
be highly necessary to preserve equality of 
opportunity and treatment among the 
various communities and states concerned. 


PROBLEM OF INTERSTATE 
TRANSMISSION 


While no cases involving interstate 
transmission of electric energy have 
yet come before the Supreme Court, it 
is hardly likely that the Court would 
apply any other rule than it has applied 
in the cases of interstate transmission of 
gas. It would appear, therefore, that 
the Federal Government must assume 
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jurisdiction over these wholesale inter- 
state transfers if they are to be regu- 
lated at all. It has been suggested, 
however, that the court may not have 
exhausted the alternatives, that the 
states may accomplish indirectly what 
they have been forbidden to do di- 
rectly, or that the exercise of Federal 
authority may be obviated through a 
transfer of such authority by con- 
gressional enactment to the states. 

Since regulation of delivery of energy 
to consumers by the distributing 
company under the ruling of the 
Pennsylvania-New York case may be 
retained under the authority of the 
state commissions, it has been sug- 
gested that in cases of wholesale pur- 
chase where the Commission has no 
jurisdiction over the wholesaling com- 
pany, it may ignore the purchase price 
and fix rates to consumers on what it 
thinks the price ought to be rather than 
on what it is. Apart from the fact 
that the question of whether the dis- 
tributing company shall or shall not 
purchase at the price offered is an 
exercise of a managerial function which 
the courts are loath to permit the 
Commissions to exercise on behalf of 
the utilities, such an act would not be 
regulation of the character we are 
justified in expecting to-day. Such a 
decision by a state commission would 
not follow upon an orderly summons of 
the parties and presentation of evi- 
dence, for one of the parties would not 
be within its jurisdiction. In absence 
of the voluntary acquiescence of the 
parties a decision of this character 
could be made effective only through 
confiscation of the property of the 
distributing company or through ex- 
clusion from the state of the energy 
previously imported. 

It has also been proposed that such a 
situation could be handled by the 
states through the medium of inter- 
state compacts which, if approved by 


Congress, would have the effect ¢ 
transferring the Federal jurisdiction ty 
the states themselves. If there wep 
only occasional cases of such interstaj, 
transfers, or if no transfer affected mor 
than two states, this method might 
possible. But the number of cases 5 
constantly increasing, and eventually 
the transfers will affect groups of states, 
How readily we may expect any such 
group to agree upon a common cours 
of action may be judged by the diff. 
culties encountered in the attempt to 
negotiate the Colorado River Compae 
where seven states are involved, and 
the Delaware River Compact wher 
only three are involved. States ar 
naturally jealous of their rights. Being 
sovereigns they may act only by unan- 
imous consent. If we can imagine 
a situation in which, for example, the 


eleven northeastern states comprising | 


the so-called “Super-power Zone” 
could continue to settle the problems 
interstate energy transfers satisfac. 
torily and expeditiously by unanimous 
consent under the terms of a compact; 
we would, in effect, have merely created 
another Federal Government to serve 
in the place of the one we now have. 
The only authority to regulate rates, 
services and securities of corporations 
engaged in interstate commerce i 
electric energy which Congress has yet 
conferred is that given under the 
Federal water power act to the Federal 
Power Commission, and this extends 
only to authority over the licensees of 
the Commission, and over them only te 
the extent that the state agencies have 
not the authority to act or cannot 
agree. The Act also gives the Com- 
mission, under similar limitations, 
authority over intrastate operations of 
its licensees. Since practically all the 
states have authority to regulate rates 
and services and the majority of them 
to regulate securities, the Commis 
sion’s intrastate jurisdiction, should it 


2 
| 
to af 
{ only 
Conc 
hann 
took 
becal 
state 
Th 
abi act 
the | 
porte 
| if the 
Fede 
| isolat 
Unit 
a 
| woul 
pense 
hand 
the s 
inter 
woul 
— the ¢ 
of 
avoic 
their 
Fede 
dictic 
7 Fede 


} 


Versus STATE JURISDICTION 


elect to exercise it, would be confined 
to approval of security issues. It has 
not acted in any intrastate case, and in 
only one interstate case, that of the 
Conowingo project on the Susque- 
hanna River, where the Commission 
took jurisdiction over the security 
issues and the interstate contracts 
because the project was located in two 
states, and involved wholesale inter- 
sate power transmission. 

The cases of interstate energy trans- 
fers to which the Federal water power 
act apply, are but a very small part of 
the cases which exist. These trans- 
fers are, however, becoming increas- 
ingly more numerous and more im- 
portant. They will require regulation 
if the industry is not to get out of hand. 
The authority to regulate lies in the 
Federal Government; but to attempt 


_ its complete exercise in hundreds of 


isolated cases scattered all over the 
United States, through the agency of 
a commission located in Washington, 
would involve complications, large ex- 
pense, and long delays. On the other 
hand, to confer complete authority on 
the states would be likely to result in 
interstate conflicts, or deadlocks. It 
would appear that the greater part of 
the disadvantages of complete state or 
of complete Federal action could be 
avoided by a combination of the two, 
by conferring on the states original 
jurisdiction through joint action of 
their regulating bodies, and upon the 
Federal Government appellate juris- 
diction. The state bodies, more fa- 
miliar with local conditions than any 
Federal body would be likely to be, 
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could heid hearings, take testimony, 
assemble evidence, and determine the 
issues. If the states agree and the 
utility company accepts their findings, 
such findings should be considered 
conclusive. If there is not agreement, 
or if the utility is unwilling to abide by 
the findings, then and only then would 
it be necessary to take the case to a 
Federal agency. Such agency should 
have appellate jurisdiction only and 
should render its decisions from the 
record presented without authority to 
admit new evidence. A procedure of 
this character would leave the final 
authority over interstate commerce in 
power where it properly belongs in the 
hands of the Federal Government, 
would give the states opportunity to 
settle their own differences, and would 
avoid the necessity of overloading 
Federal agencies with details, or with 
matters that the states had better 
decide for themselves. 

With the powers which the states 
already possess under the ruling of the 
Pennsylvania-New York case, and 
with original jurisdiction conferred 
upon them by act of Congress in cases 
of wholesale interstate energy trans- 
mission, a situation would be estab- 
lished whereby, without doing violence 
to our system of government, it should 
be possible to cover the field effectively 
and without essential duplication, per- 
mitting no twilight zone of uncon- 
trolled operations, but leaving the 
original responsibility in matters of 
regulation where it appropriately be- 
longs—in the hands of the several state 
commissions. 
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More Government in Business — Does Wall Street 
Need It, or Main Street Want It? 


By H. Montacue 
Of the New York Bar 


HE law, as it now stands, makes 

a sharp distinction between the 
power that the Federal Government 
may exert over corporations that 
have been proved to violate the law, 
and other corporations which, so far as 
any proofs or any charges show, have 
violated no law whatever. The courts 
have, to the broadest extent, upheld 
the power of the Federal Government 
to require the fullest kind of informa- 
tion and the completest disclosure 
from corporations after they have been 
proved to have violated the law, or in 
the course of proceedings against such 
corporations for violations of law. 


How Far SHovutp GovERNMENT Go? 


We are now discussing, however, 
corporations against which no such 
charges have been made—corporations 
that comprise over ninety-nine per 
cent of American business—and the 
question we are to consider is the 
question that Professor Ripley has 
raised:'To what extent, in respect of 
corporations against which no charges 
whatever are made, shall the Federal 
Government exercise detailed control 
by prescribing what shall be their 
forms of financial statement? 

Professor Ripley’s concept of a 
stockholder, in any of the large corpo- 
rations listed on the stock exchange, is 
that such stockholder is an actual or 
potential voter at stockholder’s meet- 
ings. Influenced by that concept, 
Professor Ripley a year ago called 

1 See article by Professor Ripley, “Stop, Look 
and Listen,” in the Atlantic Monthly, Sept., 
1926. 


attention to what he regarded » 
dangerous tendencies, under the liberg] 
corporation laws of most of our states, 
in respect of various kinds of limita. 
tions on the voting power of stock. 
holders. 

With all respect to the Professor, | 
think that his concept of the stock. 
holder is very remote from the realities 
as they exist in any of the large cop. 
porations listed on the stock exchange, 
Very few stockholders, in any of the 
great corporations of the present day, 
actually or potentially ever conceive of 
themselves as voters. You and I ar 
investors. We buy stocks for invest. 
ment. When we disapprove of the 
management, we sell the stock 
When we have confidence in the man- 
agement we retain the stock. It isin 
that act of either selling our stock o 
continuing to hold our stock, and not 
at any meeting of stockholders, that 
we register whatever vote we have. 

Because the stockholder is essen- 
tially and primarily an investor, the 
stockholder is of course entitled to the 
fullest obtainable information about 
his investment. On this I profoundly 
agree with Professor Ripley. But the 
information that will give to the stock 
holder-investor the information that 
he needs and is entitled to have does 


not necessarily have to be conveyed in | 


any stereotype form of corporate 
report, financial statement, income 
account, or record of operations. 
Anyone familiar with corporations 
knows that it is just as proper for a cor 
poration consistently to write down its 


plant, patents and good-will below 
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their probable value, as it is for the 
corporation to attempt every year 
gme form of appraisal by which the 
corporation may try to place an esti- 
mate on the value of those assets. 
Anyone who has ever tried to estimate 
the value of such assets knows that no 
two men can ever agree as to what 
their value really is at any particular 
time, and that their value today may be 
avery different thing from what their 
value may be six months from now. 

To attempt in any serious way any 
periodical appraisal of such asset 
values for any of the large industrials of 
the country would be foolish, wholly 
misleading, and wasted effort, so far 
as information to the stockholder is 
concerned. 

The stockholder as an investor is 
entitled to information regarding his 
investment, but, as clearly appears 
from this illustration, that information 
can just as truly be given to the stock- 
holder by forms of financial statement 
which, over a period of years, will show 
whether the corporation is writing 
down or writing up the value of those 
assets—in the case of patents and good- 
wil, whether the corporation con- 
servatively gives no value at all to 
those items—and which wi!l thus 
indicate to the stockholder what course 
the corporation is following in respect 
to those assets, so that if he wishes he 
may make his own estimate, which 
probably will be better for his purpose 
than having it made by anyone else. 

Professor Ripley’s assumption, there- 
fore, that the only proper way of giving 
this information is for the corporation 


to fill out some stereotyped form of 


financial statement absolutely misses 
the realities of the situation. 

Starting with the initial fallacy that 
the information to which the stock- 
holder is entitled can be given in only 
one way, that is by a stereotype form of 
financial statement, income 


and record of operations, Professor 
Ripley moves to the next step in his 
fallacy, which is that since this is not 
now being done, there should be set up 
somewhere in the Federal Government 
some machinery by which corporations 
should be compelled to do it. 

Because some corporations do not 
give to the public all the details regard- 
ing their financial condition that he 
thinks they should give, Professor Rip- 
ley proposes that all corporations en- 
gaged in any form of interstate com- 
merce—which means substantially all 
the corporations of the country, regard- 
less of size and regardless of how their 
securities are owned—shall annually, 
or as much oftener as the Federal Trade 
Commission may prescribe, fill out 
such forms of financial statement, 
income accounts and reports of opera- 
tion, in such detail, and in such manner, 
as the Federa] Trade Commission shall 
prescribe. 


Is InrRUuSION WARRANTED? 


Is there, at the present time, any- 
thing confronting the investors of this 
country that calls for any such enor- 
mous intrusion of government into 
business, or for the setting up of any 
such governmental machinery as 
would be necessary in order to pass 
upon the details of all corporate ac- 
counts of practically all the corpora- 
tions of this country? 

Once more I return to Professor 
Ripley’s article: does “Wall Street” — 
in which he misleadingly epitomises all 
corporations—need any such extra- 
ordinary intrusion of government in 
business, or does “Main Street 
which Professor Ripley means you and 
me and all the rest of us—really want 
it? 

Several corporations nemed by Pro- 
fessor Ripley have since proved that if 
he had more carefully studied their 
financial statements he would have 
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found there the details which he 
claimed were being concealed. Sev- 
eral others could show that if he had 
ever examined Moody’s or Poor’s or 
other standard books of reference, he 
would have found there the informa- 
tion which he claimed was being with- 
held. Still others could establish that 
whenever requested by any responsible 
stockholder they have always been 
ready and willing to give additional 
information on any specific point, and 
to explain the reason for the form of 
their published financial statements. 

The suggestion, running through 
Professor Ripley’s article, that there is 
any degree of unresponsiveness on the 
part of the directors and officers of our 
great corporations to requests for infor- 
mation coming tothem from their stock- 
holders, is absolutely contrary to ordi- 
nary experience. Noman who has had 
any experience whatever with the great 
big corporations of the country can 
fairly say that there is any indisposition 
on the part of the officers and directors 
of the corporations of the country, tak- 
ing them by and large, to respond to 
requests for information which may 
come to them from stockholders. 

The degree to which, during the past 
few years, officers and directors of 
corporations have become more and 
more responsive to that kind of request 
for information is so conspicuous that 
it is noteworthy, in Professor Ripley’s 
article in which the contrary is sug- 
gested, that the Professor has had to go 
back prior to 1901, twenty-five years 
ago, to find his best illustrations of any 
contrary examples. 

On the face of it, to use the nomencla- 
ture of “Wall Street” and “Main 
Street” which Professor Ripley has 
popularized, “Wall Street” plainly 
does not need, so far as financial state- 
ments are concerned, any degree of 
coercion from the Federal Trade Com- 
mission. That leaves this question: 


Why, in a situation which, if ng 
entirely cured, is already so n 
cured, and can so easily be complete) 
remedied by a plain appeal to educate) 
public opinion and to the sense of faj. 
ness of the business community, dog 
Professor Ripley turn his back on the» 
perfectly obvious modes of accom 
plishing whatever reform is needed, ani 
assume that “Main Street” prefers tp 
accomplish results by means of gover. 
ment paternalism and Federal buregy. 
cracy? 

Is there, on the part of “Mai 
Street,” any such desire to put th 
government into business? Professo 
Ripley assumes that there is, and that 
the government already has thi 
power. In fact the sensation of his 
article is his triumphant announcement 
of his discovery that at the present 
time there is in the Federal Trade Com. | 
mission full power to do this, and his 
comments on the extent to which th 
Trade Commission has been neglectfil 
of its duty. 

Professor Ripley says: 


The Federal Trade Commission Law d 
1914 contains in Section 6 a positive deleg: | 
tion of authority to this body which i | 
entirely adequate to the performance d 
the service so greatly needed at the present 
time. The Federal Trade Commission, had 
it chosen to exercise these powers, might 
since 1914 have gathered and compiled in- 
formation—to paraphrase the statute- 
concerning the organization, business and 
management of any large corporation e- 
gaged in commerce, except banks and 
common carriers. 


These statements Professor Ripley 
makes in his article entitled “Stop, 
Look, Listen,” but if he had ever acted 
upon his own advice he must certainly 
have discovered that each of them is 
absolutely contradicted by the faets. 
No such powers are, or ever have beet, 
possessed by the Federal Trade Com- 


mission. 
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FeperaL Court Opinions 


Decisions to this effect have been 
rendered by Federal courts throughout 
the United States in September, 1919, 
April, 1920, March, 1922, October, 
1922, November, 1922, January, 1923, 
and September, 1926, and by the 
Supreme Court of the United States 
in March, 1924 and March, 1926. 

This unbroken line of decisions, each 
of which was by the unanimous opinion 
of every judge in each of these courts, 
has never been challenged by a single 
decision to the contrary. Heedless of 
these facts, Professor Ripley chides the 
Federal Trade Commission for “the 
neglect of this section of the existing 
law,” which he says is because “the 
commissioners have been legalistically 
rather than economically minded,” and 
“since the war, with its concomitant 
over-development of Federal power, a 
natural reaction against so-called pa- 
ternalism supervened.” 

Each of these reasons, before Pro- 
fessor Ripley ever advanced them, had 
been officially refuted by judges whose 
responsiveness to economic thought, 
whose sympathy with reform, and 
whose reputation for liberalism, both 
before and since their appointment to 
the Supreme Court of the United States, 
have always been beyond dispute. 

“The mere facts of carrying on a 
commerce not confined within state 
lines, and of being organized as a cor- 
poration, do not make men’s affairs 
public, as those of a railroad now may 
be,” said Mr. Justice Holmes in March, 
1924, in an opinion in which every 
justice in the Supreme Court of the 
United States concurred. 

“Any one who respects the spirit as 
well as the letter of the Fourth Amend- 
ment,” continued Mr. Justice Holmes, 
speaking for the unanimous Supreme 
Court, “would be loath to believe that 
Congress intended to authorize one of 


its subordinate agencies to sweep all 
our traditions into the fire. . . . Wedo 
not discuss the question whether it 
could do so if it tried, as nothing short 
of the most explicit language would in- 
duce us to attribute to Congress that 
intent. The interruption of business, 
the possible revelation of trade secrets 
and the expense that compliance with 
the Commission’s wholesale demand 
would cause are the least considera- 
tions. ... We cannot attribute to 
Congress an intent to defy the Fourth 
Amendment or even to come so near to 
doing so as to raise a serious question of 
constitutional law.” 

At least two of the judges of the 
Supreme Court who joined in this deci- 
sion are economists who, though we 
seldom think of them as such, are the 
equals, if not the superiors, of any 
economists connected with any of our 
colleges and universities. 


Prorectine FunpAMENTAL Riguts 

At this point, it may be expected 
that somebody will say, “Well, after 
all, even if Professor Ripley is com- 
pletely wrong as to the remedy, we 
must at least give him credit for 
good intentions, and for calling atten- 
tion to something that needed to be 
reformed.” 

Whether there is anything in the 
situation that really needs to be re- 
formed is a question to which I have 
already referred, but even if there is, I 
inquire whether, as a matter of intellec- 
tual integrity, it isn’t time to cease 
this particular form of apology. 

If a physician happens to prescribe 
arsenic, when he ought to have pre- 
scribed quinine, it isn’t any apology for 
him to say that at least he knew the 
patient had a fever. 

If an engineer builds a bridge at a 
place where no foundations are possible, 
it is no excuse for him to say that at 
least he favored better transportation. 
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Economics is indeed a backward 
science, if the same rudimentary stand- 
ards of sound knowledge, as well as 
good intentions, which for generations 
we have expected from physicians and 
from engineers, cannot be expected of 
economists. 

The principles that underlie these 
court decisions to which I have referred 
are principles that go down to the very 
foundations of the Republic. Behind 
these principles, which have been unan- 
imously endorsed by every judge in 
every court wherever the question has 
arisen, rests the undoubted concurrence 
of an overwhelming majority of Ameri- 
cans in every walk of life. If these 
principles had not been established, 
one hundred and thirty-seven years ago 
in the Constitution, they would im- 
mediately have to be planted there to- 
day, in order to save the states from 
being swallowed up in an unmanage- 
able, overgrown Federal Government, 
and to save our fundamental rights to 
life, liberty and the pursuit of happiness 
from being obliterated under a sprawl- 
ing congeries of Federal bureaus. 

I don’t intend here to urge these 
principles merely because they are old. 
I am not invoking the authority of 
antiquity. I state simply that if, at 
the present time, these principles had 
not been applied by these outstanding, 
forward-looking economists of the Su- 
preme Court, so tremendous is the 
volume of business that would be 
brought under Federal control, in the 
most stereotyped and detailed fashion, 
that the degree of centralization which 
would result would break down our 
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form of Federal Government. Taking 
it simply as a question of administra. 
tion, it would be impossible in practice 
to set up any machinery that would 
work. That is why we are confronted 
with the question which is the title of 
my article: “‘ More Business in Gover. 
ment; Does Wall Street Need It, a 
Does Main Street Want It?” 


Trustinc Pusiic Opinion 


My sober conviction is that when the 
people of this country, represented up. 
der the collective title of “Main 
Street,” realize exactly what has al 
ready been accomplished, simply by an 
appeal to public opinion and to the 
sense of fairness of the officers and 
directors of the great corporations of 
this country, and how very slight is the 
need for further reform, and when they | 
realize that in respect of any corpora- 
tion which is being charged with viola- | 
tion of law, or which has been convicted 
of violation of law, there is almost no 
limit to the degree of control which the 
Federal Government may now exercise 
over that corporation, they will con- 
clude that, as regards corporations 
touching every branch of American 
life, against which nocharge of violation , 
of law has ever been made, they can 
safely assume, for the time being at 
least, that it is not necessary to set up 
in Washington any bureau to prescribe 
the details of every financial statement 
that those corporations shall put out, 
and they will conclude, for a while longer | 
at least, to rely upon educated public 
opinion and the sense of fairness of the 
business community. 
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-actice Federal Regulation of Corporations Under 
= the Commerce Clause 

itle of By Asram F. Myers 

Vern- Federal Trade Commissioner 

It, Or | 


HE constitutional grant of power 
| to Congress was to regulate com- 
| merce among the several states, not 
corporations engaged in such commerce. 
Corporations are the creatures of the 
states and the instruments through 
which commerce, both within and 
among the states, is transacted. Un- 
der the constitutional plan the neces- 
sary regulation of the internal affairs 
of a corporation belongs primarily to 
the state of its incorporation. The 
business of a corporation, to the extent 
that it involves the buying or selling of 
| goods in one state for delivery into 
another, constitutes interstate com- 
merce. Where interstate commerce 
begins, and where it leaves off, has been 
defined with some precision, and its 
regulation is exclusively the function of 
the Federal Government. This dis- 
tinction between the power to regulate 
_ acorporation, and the power to regu- 
late its interstate business, is elemen- 
tary and important; but it is not as rigid 
in its application as in its definition. 
Otherwise Federal control of corpora- 
tions would be legally impossible and 
there would be no need for this sympo- 
| sium, unless it looked to the further 
amendment of the Constitution. 
Before the adoption of the Constitu- 
tion there were only twenty-one busi- 
_ ness corporations within the United 
States; and of these only two were 
trading companies and one a manufac- 
| turing company. Commerce among 
the states was a vision, not an actuality. 
To-day corporations predominate in 
influence, if not in numbers, in all gain- 
ful pursuits save merchandising and 


personal service. Of the estimated 
national income of seventy billions 
in 1923, perhaps thirty-three billions, 
or say between forty and fifty per cent, 
was acquired by or through corpora- 
tions. Practically all of those corpora- 
tions were engaged in interstate com- 
merce in the sense that they either 
bought or sold goods in states other 
than those in which they were located; 
at least two-thirds were engaged in 
interstate selling. The amount of 
their interstate operations may be esti- 
mated at around twenty-one billions. 


PRoBLEM OF STATE-FEDERAL 
JURISDICTION 


Commercial corporations—the kind 
with which we are now concerned—are 
created for a single purpose; that is, the 
transaction of business. Business is 
the very life of such a corporation; 
without business, it dies. The con- 
nection between a corporation and its 
business being so vital, it follows that 
the one may not be regulated wholly 
without regard to the other. Regula- 
tion of interstate commerce, that is the 
business of a corporation, necessarily 
implies some measure of control over 
corporations engaged in such commerce. 
Obviously there can be no adequate 
regulation of interstate commerce that 
does not extend in some degree to the 
instruments of such commerce. In the 
case of the railroads, whose business is 
not only largely interstate but affects 
directly and materially the interstate 
business of others, the need for unified 
national control has been recognized 
and put in force. So far as the rail- 


148 


aking 
° 
on the 
and 
ns of 
is the 
icted 
h the 
TCise 
tions 
rican 
ition 
g at ee 
t up 
oribe 
out, 
the 
| 


-_ 


144 Tue ANNALS OF THE AMERICAN ACADEMY 


roads are concerned, Federal control of 
corporations is an accomplished fact. 

Every regulation of interstate com- 
merce by the Federal Government in- 
volves the occupation of a jurisdiction, 
or the exercise of a function, formerly 
belonging to or exercised by the states. 
The courts, therefore, have been ex- 
tremely cautious about laying down gen- 
eral principles dealing with the powers 
of Congress under the commerce clause. 
Since the adoption of the Constitution 
great progress has been made in the di- 
rection of a unified national control of 
the nation’s business. This advance, 
however, has been neither steady nor un- 
opposed. It has been accelerated or re- 
tarded, depending upon the existing 
state of public opinion. The boundary 
line between the jurisdictional spheres 
of the state and Federal governments 
is elastic, not rigid; ragged, not straight. 
The courts, while deciding cases on the 
law and evidence, have not been un- 
mindful of the state of public opinion 
in difficult cases. 

Much as we would like to regard the 
law as an exact science, we can only 
speculate as to how far the courts will 
indulge Congress in efforts to control 
industrial corporations by sporadic acts 
not imposed as conditions to the right 
to engage in interstate commerce. The 
power to control corporations through 
publicity—a method recommended by 
the Industrial Commission and at- 
tempted to be carried out through the 
Bureau of Corporations and the Federal 
Trade Commission—still remains in 
doubt. The Supreme Court, after 
three years of deliberation, finds itself 
unable to decide whether the Federal 
Trade Commission has the power to 
compel the furnishing of reports con- 
cerning costs and profits. Recent 
decisions relating to the Commission 
hold that, before its inquisitorial powers 
may be exerted, there must be a finding, 
or at least a specific charge, of a viola- 


tion of some Federal law on the part ¢ 
the corporations to be investigate 
These decisions reject the view tha 
the preventive or prophylactic effects 
of publicity may serve as a justificatig, 
for the exercise of inquisitorial power, 
There is a growing tendency on the 
part of thecourts to brand all investigy. 
tions as fishing expeditions unless it ap. 
pears that the fish are already caught, 
This, however, is but a natural mapj. 
festation of the policy of our law, de 
rived from the common law, and has 
for its purpose the protection of th 
individual against unnecessary gover. 
mental molestation. The theory. js 
that governmental interference in bus. 
ness comes as a penalty for an infras 
tion of the law. It is punitive, no 
preventive; it has to do with locking 
the stable after the larceny is commit. 
ted. While the courts strain over the 
power to obtain information from in 
dustrial corporations (except unde 
procedures established for the protec. 
tion of persons accused of crime), they 
do not hesitate to exert the most drastic 
measures of control over such corpora- 
tions once they have been adjudged | 
guilty of some purely statutory offense. | 
According to the prevailing view the , 
government may not intrude upon the 
privacy of a corporation to ascertain 
whether it is obeying the law or whether 
additional laws are necessary for the 
protection of the public. But as soon 
as a violation of the law is established, 
the corporation becomes subject to the 
full power of the nation and the priv- 
leges and immunities conferred by the 
state avail it nothing. Thus corpor- 
tions adjudged in violation of the Sher- 
man Antitrust Law may suffer their 
charters to be rendered useless and 
even canceled; their mortgages to be 
rewritten; and their properties to be 
divided and sold. These are measures 
of direct control equal to any which 
may be exerted by the state under 
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whose laws the company was incorpo- 
-— time is approaching when the 
country will be confronted with Federal 
control of corporations as an inescap- 
able issue. The statutes now on the 
books, for the most part, have to do 
with the regulation of the business of 
corporations, rather than with the 
control of the corporations themselves. 
Such statutes were more nearly ade- 
quate to the protection of the public 
in the days when the ownership of cor- 
porations was confined to a few power- 
ful families or groups, than they are 
to-day. The great corporations to-day 
| are with few exceptions owned by 
thousands of stockholders, big and 
little; and their securities are held in 
every state. The protection of the 
competitor of a corporation and the 
consumer of its products is still a matter 
of grave concern; the protection of the 
investor is becoming quite as impor- 
tant. Diffusion in the ownership of 
corporate securities, more than any 
other recent development, makes Fed- 
eral control an issue—perhaps a neces- 
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Public opinion will not much longer 
tolerate a condition under which a few 
states vie with one another in creating 
corporations with unlimited capital and 
powers, without requirement that they 
engage in business in the states of their 
incorporation, and without provisions 
looking to the disclosure of their opera- 
tions or accounts, to transact busi- 
ness and market their securities in other 
states. An effort has been made to 
justify these loose incorporation laws on 
the ground that they encourage the de- 
velopment of industry within thestates; 
but the effort fails in view of the 
omission of any provision that the cor- 
porations shall conduct their operations 
in whole or in part within the states of 
their incorporation. The inference is 
irresistible that the incorporation of 
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companies is solicited by these states 
because of the license fees and other 
revenue derived from the business. 
The creation of corporations has lost 
its dignity as an exercise of the sover- 
eign prerogative for the furtherance of 
commerce ard in the interest of the 
people of the state. What was once 
regarded as the conferring of a great 
privilege, to be limited and circum- 
scribed by all necessary provisions for 
the protection of the public, has be- 
come a bargain sale, and states are ad- 
vertising and competing for the busi- 
ness. 

But even though, as is widely be- 
lieved, there is an urgent need for 
Federal control of corporations, exten- 
sion of the powers of the Federal 
Government to that subject will meet 
with stubborn opposition. The con- 
sistent opponents of centralized govern- 
ment will repeat their time-honored, 
but generally disregarded, argument 
that the further extension of Federal 
power will impair, possibly destroy, 
our dual form of government. States’ 
rights, by no means a forgotten slogan, 
will be revived. It will be contended 
that the proposal will further cen- 
tralize power in administrative bodies 
remote from popular control. Finally, 
the stili more appealing objection 
will be raised that the proposal nec- 
essarily involves an increase in the 
existing over-supply of bureaus and 
bureaucrats—a disadvantage thought 
to outweigh all possible benefits. 


INCORPORATION 


The proponents of Federal control, 
on the other hand, are fortified with 
arguments that have carried them to 
victory in many bitter contests. Does 
not the Constitution contemplate that 
the powers of the Federal Government 
shall extend to every matter that con- 
cerns the whole people, and in which 
the states are incompetent. or unwilling 
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to act? Can it be that between the 
powers of the state and Federal govern- 
ments there exists an air pocket which 
leaves the citizens of a majority of the 
states without proper protection from 
the action or inaction of a few states? 
And is not Federal control made neces- 
sary by the practice of a small number 
of states in spawning corporations with 
unlimited powers to transact business 
and market their highly speculative 
securities in all of the states? 

If reform could be had without the 
further extension of Federal power, all 
would rejoice. The adoption by the 
states of a uniform and enlightened 
policy in chartering and dealing with 
corporations would afford a remedy 
more in keeping with our dual system 
of government. Self-correction on the 
part of the corporations also could con- 
stitute, if not a complete solution, at 
least a great step forward. But one 
must indeed be an optimist to expect 
action from those quarters. The self- 
interest that leads to the adoption of 
the methods complained of, would pre- 
clude their voluntary relinquishment. 
Possibly national prohibition could 
have been avoided by the observance of 
a certain degree of self-restraint by 
those engaged in the liquor traffic. 
But self-interest is a barrier to self- 
reformation, and we may not hope for 
any useful results from state legislation 
or voluntary corporate action. 

Coming to a consideration of the 
courses open to the Federal Govern- 
ment, the first choice is between the 
exertion of a direct and immediate 
control over the corporation itself, and 
the exertion of an indirect control by 
means of publicity. In the present 
state of the decisions, we can hardly 
expect that measures of the first class 
will be sustained unless Congress 
boldly announces that it intends to 
occupy the entire field of regulation so 
far as it relates to interstate commerce, 


with all its incidents. Nothing shox 
of a Federal incorporation law for aj 
concerns engaged in interstate com. 
merce could achieve that result. If the 
exertion of such measure of control js 
the aim of the present agitation fq 
Federal control of corporations, the, 
let us hope for a revival of the discus. 
sions of the last quarter of a century 
concerning Federal incorporation. 
While Federal incorporation woul 
vest in the national government full and 
direct control over corporations ¢. 
gaged in interstate commerce, it would 
have the added virtue of protecting the 
corporations against restrictive and 
discriminatory legislation by the states, | 


~The most impressive arguments that _ 


have been made in favor of a Feder] | 
incorporation law, have been urged | 
from the standpoint of the corporations, | 
Theoretically a corporation chartered 
in one state is a foreigner in the forty. | 
seven other states, and enters those 
states, and remains in them for the 
transaction of business wholly by 
sufferance, and (within limits) subject | 
to the conditions and limitations that | 
those states, acting individually and 
from the standpoint of their selfish 
interests, see fit to impose. While in — 
practice the attitude of the states 
towards the corporations of other states 
has been modified by considerations of 
comity and tolerance, it is nevertheless 
true that insofar as interstate commence 
is concerned, one state authorizes busi- 
ness concerns which every other state 
has the right to restrict or even to 
destroy. 
As already pointed out, the Federal 
Government may utterly dismember 
corporation that has been adjudged 
in violation of the Sherman Antitrust 
Law. But why should the Federal 
Government withhold its hand until 4 
combination has been formed under 
state law? Would it not be better for 
the Federal Government to say in the 
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beginning what shall be the nature of 
the organization that may be permitted 
to engage in interstate commerce? 
Federal incorporation would vest in the 
government a degree of control over 
corporations that would amply pro- 
tect the public interest, without the 
necessity for long and expensive liti- 
gation; and would enable the business 
of the nation to be conducted with a 
degree of certainty and stability that 
would more than compensate for the 
disadvantages inherent in the extension 
of Federal authority. 


GRANTING OF FEDERAL LICENSES 
Indirect control of corporations, by 


| publicity of their accounts and affairs, 


as well as many of the objects that 
could be attained by Federal incorpora- 
tion, may be accomplished by a system 
of Federal licenses. Measures for 
Federal license, and for Federal incor- 
poration, have gone hand in hand into 
and sometimes through the commit- 
tees of Congress; and their respective 


| merits and demerits have been many 
_ times discussed. Federal licenses for 


corporations engaged in interstate com- 
merce have been favored by many on 


' the ground that the enactment of such 


a measure would avoid many of the 
serious questions relating to state 
taxation and state police power that 
would be inherent in any provision for 
Federal incorporation. As a means of 
insuring publicity of corporate affairs, 
a Federal license law would be entirely 
effective. 

Such a law would provide that no 
corporation should engage in inter- 
state commerce without first obtaining 
a license from the Federal Government. 
Such licenses would be issued by an 
appropriate government agency, pref- 
erably the Federal Trade Commission, 
and would be conditioned upon com- 
pliance by the corporation with the con- 
ditions enumerated therein. A condition 
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of the license would be that the corpora- 
tions should file with the issuing body 
annual reports of their operations, in- 
cluding balance sheets and income 
statements. The corporations would 
be classified; and for those corporations 
in which the public interest required it, 
particularly for the benefit of invest- 
ors, the reports, or appropriate parts 
thereof, would be made a public record 
and also currently published. For 
the more important corporations, in- 
cluding representative concerns in the 
chief branches of industry, quarterly 
income statements would also be re- 
quired sufficient to show the volume of 
business and net operating income, for 
the purpose of disclosing the trend of 
business during the year. For all cor- 
porations reporting, the information 
would be compiled and published 
promptly in unidentified form for the 
purpose of guiding business develop- 
ment and promoting business stability. 

The need of comprehensive statisti- 
cal information, for the intelligent con- 
duct of business, is recognized by all 
who are conversant with the subject, 
and it is the professed purpose of the 
current organizations of all branches of 
business into trade associations. The 
end to be served by having such infor- 
mation, namely, the more intelligent 
direction of business operations based 
on better knowledge of supply and 
demand conditions and on the profit- 
ableness of business in different 
branches as indicative of overdevelop- 
ment, or the contrary, is obviously of 
such great public concern that the 
government should itself collect, com- 
pile and promptly publish, as a general 
clearing house, the fundamental and 
essential facts. 


Up to ConGrEss 


The problem is primarily for Con- 
gress, and must be faced squarely, if at 
all. The fundamental question is: 
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Will the public interest be better served 
by the preservation of the historic 
division of powers between the state 
and Federal governments, or by a 
unified national control of business? 
The proposal to extend the power of 
the Federal Government to corpora- 
tions chartered by the states should not 
be undertaken without full apprecia- 
tion that it involves a departure from 
long cherished constitutional concepts. 
The measures to be adopted must be 
plain and should clearly express their 
true scope and meaning. Decisions 
adverse to governmental authority 
have sometimes resulted from the fact 
that it was being attempted to give an 
effect to statutes not in the contempla- 
tion of Congress at the time of their 
enactment. Legislatures are too fond 
of enacting ill-drawn statutes and 
holding administrative officers and the 
courts to strict accountability for their 
enforcement. The exertion of Federal 
power over state corporations is too 
important an issue to be submitted to 
judicial determination upon a forced 
construction, or even a literal applica- 
tion of a statute not specially designed 
to that end. Not only should the 
measures express their true scope and 
meaning, but they should be based on 
congressional findings of specific evils 
to be remedied. 

Once the problem has been fairly 


met, and clear measures based on ade 
quate. findings have been adopted, | 
believe that the power of Congress 
enact such measures will be upheld 
the courts. Courts in giving effect toy 
act of Congress are fortified by a rej, 
zation, derived from the} proceeding 
attending its passage, that they areep 
cuting the will of the people. Ming 
decision sustaining the Grain] Futuy 
Act! we have an example of the impe. 
tance that the Supreme Court attach 
to congressional findings as to the new 
for particular legislation in upholdiy 
the power of Congress to enact } 
Administrative officers, seeking to a 
under statutes of doubtful applicatic 
are often turned back, not becaus 
the courts believe the Federal Goven.. 
ment impotent to empower the offices 
to perform such acts, but because th 
officers do not exhibit clear credentiak 
from the legislative branch, the ue! 
of their authority. 

And so I repeat, once Congress hw 
decided to exert its full powers in thi 
direction, the Constitution will k 
found to be a facility, not an obstacke 
in the harmonious adjustment of th 
powers of the state and Federal goven. 
ments to the end that proper and nec 
sary regulations may be provided fe 
the protection, the prosperity and the 
convenience of the whole people. 

1 Board of Trade v. Olsen, 262 U.S. L 
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State Regulation of Corporations by Policing 
Sales of Securities 


By Hon. Keyes WinTER 
Deputy Attorney-General of the State of New York 


HE subject under discussion, 
“Federal Control of Corpora- 
tions,” is as broad as the multifarious 
activities of the people of this widely 
diversified country of ours. I propose 
to limit myself to the subject of the 
regulation of corporations by policing 
the sales of their securities. 
On general principles, I am opposed 


| to the wholesale surrender by the citi- 
| gens of the several states of their 
 eontrol over their business, and I am 
opposed to the alarming tendency fast 


becoming prevalent of assigning their 
minute and intimate affairs to the Fed- 
eral Government at Washington for 
regulation. 

Our dual form of government was 
established on the wise theory that the 
citizens of the several states retained 
the full and complete government over 
their own affairs. In forming a Federal 
Government they delegated to it only 
certain limited powers relating chiefly 
to transactions with foreign nationals, 
transactions in commerce between the 
states, the postal service and other in- 
terstate matters, all of which is defined 
in the Constitution of the United 
States. 

It was the spirit of our government 
then, and the spirit of our government 
now, an inheritance from our Anglo- 
Saxon origin, that the individual citi- 
zen shall regulate his own affairs with 
the least government possible; and 
that such governmental control as is 
found necessary shall be primarily local 
and extend from the locality to the 
state only where the common interest 
requires the application of broader rules. 


The problem that confronts us here 
is not so much the expediency of Fed- 
eral regulation of your or my business, 
but it is essentially the power and the 
ability of your state to properly regu- 
late that business. The question is, 
has the authority of the several states 
collapsed over the corporate Franken- 
steins that they have created? This 
question I propose to answer in my 
remarks that follow. 

A corporation is merely a form under 
which natural or individual persons 
transact their affairs. Like “Christ- 
mas spirit,” it has no physical exist- 
ence. It is what the philosophers call 
an idea. To us lawyers it is a contract 
between the state and a group of indi- 
viduals with certain reservations, 
whereby these individuals and their 
successors may transact their joint 
affairs with certain privileges and lia- 
bilities that as individuals they do not 
have. Beyond a charter filed in a pub- 
lic office, nothing material is created, 
but the group thereupon take on cer- 
tain relations among themselves and 
toward the public. This conception of 
a relationship is a corporation. 

Creatures of the several states, these 
privileges and relations may be modi- 
fied or regulated by their creators. 
Thus the right to succession, or the 
right to transfer the shares of corpora- 
tions, may be regulated or even for- 
bidden by the states. 

The members of these groups are 
“stockholders.” While in most in- 
stances these groups are composed of 
citizens of different states, yet their 
corporate privileges are valid only by 
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virtue of the laws of the state of their 
incorporation. 

Originally corporations were com- 
posed for the most part of small groups 
of business friends, associated in a 
common enterprise, each with a sub- 
stantial interest. There are now, of 
course, many such. But in modern 
times stockholders constitute relatively 
enormous groups of the citizens of this 
country. The stockholders of some of 
our large corporations number many 
thousands, most of them owning but few 
shares. The United States Steel Corpo- 
ration is a group of over 160,000 stock- 
holders; the Pennsylvania Railroad, of 
over 140,000; the American Telephone 
and Telegraph Company, of over 366,- 
000. Their personnel is constantly 
shifting, as these stockholders buy and 
sell out of the corporation. Hundreds 
of thousands of shares of United States 
Steel are bought and sold daily on the 
New York Stock Exchange. The 
transactions in shares of other corpora- 
tions are almost equally as large. 
Hundreds of thousands of shares are 
bought on margin and the owner’s 
name seldom appears on the books of 
the corporation. A large portion of 
these stockholders are women and peo- 
ple of small means with no business 
experience. More and more of the 
employes of corporations are becoming 
shareholders of their employers on par- 
tial payment plans, and some of these 
plans require the return of the stock 
when the employment ceases. The 


’ purpose of the scheme is to tie the 


employe to the business. 


SEEKING A CURE 


It is probably agreed on all sides that 
they need protection and need it 
badly, not only from the schemes and 
manipulations of wicked promoters, 
but also from their own cupidity. But 
where we doctors disagree is about the 
method of protection and the degree. 


To approach the problem on fifty 
mob rule theory that this uninformg} vance 
and undiscriminating mass of specyjg| larly! 
tors can be equipped by publicity | respo 
regulate for themselves the intricgs} are d 
details of corporate business will] og} larget 
tainly get us nowhere. theles 

Recently a distinguished economig} theor 
in the September issue of the Aélanj} mass 
Monthly has most persuasively yoigg ) mana 
a call for publicity of corporate tragg| minor 
actions. He criticizes the meagerngs| agaili 
of the usual annual report and the! stock, 
suggests as a remedy that the Fedeq)| proce 
Trade Commission be goaded lieves 
general excursion into the books ofg Its 
the corporations of this United Statg | ery fe 
and divulge the results to the publie| to a” 

This cry for publicity was made jp) corpo 
the interest of present and of prospe.| On 
tive stockholders. Now, let us inguin | tilatic 
how such proposed publicity may bene | compo 
fit the stockholders, either actual q} lent, 
prospective. Does it secure a mor| issue: 
economical management of the affain| ander 
of the corporation, or does it primarily} sell w 
enable investors to select, buy ands) Int 
shares in corporations to their ad-| either 
vantage? conces 

It is estimated that about 20,000,0m and s 
investors live in the United State scom 
The vast proportion of this 20,000,0m by 
are minority stockholders scattered buy @ 
from Maine to California. The ind culate 
vidual voice of the greater portion wuall 
them appears so feeble and their in| they | 
ability to grasp the intricate and ted the v 
nical details of their business is #, PO 
manifest that they wisely prefer to "ate 
leave the helm in the hands of others, | "pon 
contenting themselves with the quote the in 
tions of their stock on the public mar 8 ide 
kets. Few of them attend corporaté ‘tock, 
meetings. Hence, the actual manage policir 
ment of their corporations is actually «tme 
in the hands of one or two individuals provic 
who can and do perpetuate their owl stockh 
control, their own employes and theif 
own policies by assembling proxies  S0vert 
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on th fifty-one per cent of the stock in ad- 
rformg| vance of meetings. So we find, particu- 
speculy. larly in our large corporations, that the 
responsible heads are placed there and 
ntricaty| are dominated by a few owners of the 
vill og) larger blocks of the stock, but never- 
theless minority blocks. Although 
theoretically the vote of this enormous 
Atlan;| mass of stockholders may control bad 
- voigy) management, practically a disgruntled 
trans | minority stockholder’s sole remedy 
gernex| against bad management is to sell his 
id the| stock, take his loss, and reinvest the 
Fedenj| proceeds in other stock which he be- 
into ; | lieves may be more fortunate. 
sof gj' It seems fairly obvious that the out- 
Stats / cry for publicity has no direct relation 
publi, | to any cure for mismanagement of 
rade jn | corporate affairs. 
| | On the other hand, the public ven- 
inguin | tilation and exposure of the affairs of 
y bene | corporations tends to restrict fraudu- 
‘ual q | lent, unjust and unfair practices in the 
mon | issue and marketing of their securities 
affain | and enables investors to select, buy and 
imarily | sell with full knowledge of the facts. 
nd se, In the last analysis, fraud is effected 
ir af tither by positive mis-statements or by 
concealments of facts. In the issue 
00,0 and sales of securities most frauds are 
State, accomplished by cunning innuendo and 
00,00) by concealments of fact. Investors 
ttered buy and sell securities on cleverly cir- 
e inde culated rumors, tips and hunches, and 
ion ¢ usually in complete ignorance of what 
eir ip they are buying and selling. Thus, 
itech the whole subject of disclosures by 
is » ‘rporations of their affairs is closely 
fer ‘lated to the prevention of frauds 
thers, Upon stockholders, and inasmuch as 
quota- the interest of the average stockholder 
: mar 8 identified with the market for his 
porate ‘tock, it follows that the state, by 
unage Policing sales of stocks and by the en- 
tually «tment of laws for that purpose, may 
iduals provide a full measure of protection to 
r owt Stockholders where it is vital. And 
| ther this I hold is a proper function of 
ies of SOVernment. 


State REGULATION oF CoRPORATIONS 151 


Again, I believe, and I assert it 
without fear of contradiction here, that 
government interference with the man- 
agement of private business is not a 
cure. I am aware of the fact that the 
socialist thinks otherwise. My own 
experience in government operation 
has been disastrous. Frequent com- 
plaints are made to us against corpora- 
tions whose business is conducted un- 
wisely, where no dividends are being 
earned and particularly where the 
market price of the stock has collapsed. 
In one corporation we found that the 
moving spirit was a visionary inventor 
who was conducting the corporate 
affairs more to the end of developing 
a toy than to the production of divi- 
dends. In that case we interfered and 
compelled the inventor, a man with an 
international reputation, to eliminate 
himself from the management and in- 
stall a voting trust controlled by the 
minority stock of the corporation. The 
stockholders responded by saddling 
the entire business on our office. 


PassaGE or Bivue Sxy Laws 


Forty-five states of the Union have 
passed blue sky laws regulating the 
sales of shares of corporations to the 
public. The dominant feature of all 
these laws is the grant of full powers to 
the several Security Commissioners to 
discover the condition of corporations 
selling stock or whose stock has been 
sold in these states. 

With the exception of Delaware and 
Nevada every state in the Union has 
thus installed machinery to expose 
fraudulent, inequitable, unjust and 
unfair practices, not only in the sales 
of corporate shares in such states, but 
also from them. 

Now, let us see whether these stat- 
utes are designed to protect stock- 
holders and if they are administered 
with that effect. 

The state blue sky laws do not 
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primarily regulate the management of 
corporate business, but they are de- 


signed to prevent the sale of corporate 
securities whenever fraudulent, unfair 
and unjust practices are discovered. 
They are all substantially uniform in 
that they all require corporations and 
individuals to give full information of 
their affairs to the state for that pur- 


pose. 

Forty-three of these states prohibit 
any sales of securities in their states, 
and thereby exclude their citizens from 
owning shares in corporations unless 
these corporations are previously li- 
censed. The burden is placed on the 
corporations to show a clean bill of 
health. New York, Maryland and 
New Jersey, on the other hand, differ 
from the other forty-three states in that 

New York, Maryland and 
New Jersey freely permit unrestricted 
sales of shares of corporations until 
fraud or unfair and unjust practices are 
discovered, in which event the invest- 
ment may be prohibited. The burden 
of proof is here placed on the state 
of discovering unhealthy conditions. 
Forty-three states have licensing laws. 
Those of New York, New Jersey and 
Maryland are known as investigation 
and injunction laws. 

The effectiveness of blue sky laws 
depends absolutely on the vigilance, 
energy and intelligence of their admin- 
istrators. A weak law, wisely and 
energetically administered, is far more 
effective than a strong law that is 
feebly enforced or not enforced at all. 

In all state blue sky laws the teeth 
lie in the provisions for a discov- 
ery of facts, a compulsory and super- 
vised discovery. Subpoena powers are 
granted the Security Commissioners 
with heavy penalties for perjury and 
disobedience, and where the provisions 
are enforced and are publicly known to 
be enforced, only corporations which 
can present a good balance sheet and 


only promoters whose records are pr, 
sentable seek capital within the» 
states. Let me demonstrate how 5 
New York the provisions for discoyey 


of themselves have served to proted| ‘ 


stock-holders. 


Tue Martin Act or New Yorg 


The City of New York is perhaps the 
financial capital of the world. Oye 
5000 corporations a month are orgap. 
ized in the State of New York. 0) 
some days over three million shares 


stocks are traded in on the New Yor! 
Stock Exchange. There are approx. | 
mately five thousand dealers in secur. | 
ties registered in my state. Almos 
every large corporation in the country 
has its main office there. Thousands 
of corporations locate their transfer 
offices there. Billions of dollars ay 
loaned by the banks of New York 


on collateral consisting of corporate | 


shares. The business of this entire| 
nation is inextricably interwoven with 
the purchasing and selling and transfer, 
of corporate securities in the City of 
New York. 

A license law restricting these trans- 
fers of securities in New York State 
preliminary to a thorough investiga 
tion would choke business, not only in 
the state, but in the entire United 
States. 

The Martin Act permits the free sale 
of any stocks or securities in the State 
of New York provided they are sold 
without any misrepresentation or con 
cealment of their real nature. On the 


other hand, no security can be safely | 


sold under the provisions of this act 
if its character is in any way misrep- 
resented. 

It has been estimated that over 
$1,700,000,000 is taken from the publie 
annually by stock swindles. If this 
estimate includes fraudulent promo 
tions, watered stock, wash sales on 
rigged stock markets, fraudulent re 
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organizations, bonds secured by mort- 

on over-appraised real estate, 
bucket shop operations and other forms 
gf frenzied finance, then I say the 
estimate is over-modest. 

Over three-fourths of this loot, I ven- 
ture to say, has been taken by trans- 
actions conducted in whole or part from 
the State of New York. The result of 
this is that to the average rural Ameri- 
can “ Wall Street” is synonymous with 
fraud and unjust and inequitable prac- 
tices. Yet the proportion of unfair 
proxi. practices to the enormous volume of 
. | honest transactions is small. 
Nevertheless, the fact remains that 
sountry frauds and unfair and inequitable 
practices in the sales of stock in the 
ransfe, | State of New York were a public 
ars an scandal and have earned the deep and 
> York | sbiding resentment of the public. 
rporate , Brokers and banking houses of at least 

entin | spectable appearance have unloaded 
n with | tock on the public at fancy prices 
rane based on inflated inventories, retaining 
‘ity of | mormous promotion profits secreted in 


items of good-will, patents and inven- 


tories. Manipulations of these stocks 
on the stock exchanges by means of 
pools, washing the sales baci: and 
forth at rising prices, have lured the 
public into purchases in the belief that 
large profits would follow. Bucket 
shops equipped with stock tickers, 
boards and mahogany furniture nested 
among the respectable addresses in 
every office building and reaped their 
harvest among the small wage-earners, 
encouraging gambling and speculation. 
Fallow mines and visionary oil wells 
bought for a song were capitalized at 
millions and sold by ex-convicts 
through apparently unbiased “tipster” 
papers which were in reality owned by 
the promoter. The entire mechanics 
of frenzied finance was in full opera- 
tion. 

The Martin Act is New York State’s 
substitute for a blue sky law. As I 
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said before, it is not a license law. It 
gives the Attorney-General of the state 
power to issue subpoenas and examine 
under oath any corporation or indi- 
vidual and command the production of 
any book or paper. The scope of this 
examination is limited to practices in 
the sales of securities. Obviously, any 
matter, however, that relates to the 
business of the corporation, its manage- 
ment, its property, is material in un- 
covering innuendo, concealment and 
fraud. Such practices as are found to 
be fraudulent, unjust and inequitable 
may be enjoined by our Supreme Court 
in a suit by the Attorney-General. 

These injunctions do not absolutely 
prohibit sales of the offending stock. 
But as a condition of continuing they 
require corporations and promoters to 
make full disclosure of all facts and 
discontinue mis-statements and mis- 
representations of facts. They require 
brokers to reveal their interest in these 
transactions and disclose secret profits 
and to actually buy and keep on hand 
their customers’ stocks. In other 
words, these injunctions in the main 
force publicity of facts and true condi- 
tions on the theory that the investor or 
speculator is the person most compe- 
tent to buy without the advice of the 
state. Also the injunctions move 
against the individual actors, bringing 
home to them as individuals the moral 
and legal responsibility for the corpo- 
rate delinquency. 

The teeth of this statute is the power 
in the Attorney-General to compel full 
and prompt disclosure of corporations’ 
affairs. 

The Martin Act was originally en- 
acted in 1921 following the public out- 
cry against the bucket-shop scandals of 
Wall Street. The criminal laws as a 
remedy had completely collapsed, due 
to the difficulty of obtaining evidence, 
and the necessity of proving the offense 
within its strict statutory definition. 
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Define fraud and you advise the swin- 


dler how to circumvent. 


Resvutts or ENFORCEMENT 


However, until 1923 there was no 
appropriation for the enforcement of 
the Martin Act. And from that date 
until January 1, 1925, it was but feebly 
administered. 

Commencing with January, 1925, 
however, the present Attorney-General 
of the State of New York, Albert Ot- 
tinger, obtained an appropriation from 
the Legislature of $100,000 and com- 
menced a vigorous enforcement of this 
law. Questionnaires demanding com- 
plete information were broadcasted, 
not only to corporations organized in 
this state, but to corporations with 
offices out of the state. In two years 
over ten thousand witnesses were ex- 
amined about the most confidential 
and diverse affairs of numerous cor- 
porations, banks, investment trusts, 
stock exchanges and brokerage houses. 
Attorney-General Ottinger has not 
hesitated to place under his subpoena 
the employes and officers of the large 
public utility corporations, the city de- 
partments, the New York stock ex- 
changes, the Federal Reserve Bank, 
the large real estate bond and mortgage 
companies, and many of the large 
stock exchange houses in the city. 
Proceeding on the theory that corpora- 
tions are but cloaks under which indi- 
viduals act, we have invariably ignored 
the corporation and probed the actors. 

The result of this general inquisition 
has been apparent. A general house- 
cleaning has ensued in the State of 
New York and an exodus of undesira- 
bles to Florida, Boston, Canada and 
New Jersey. 

Our bucket shops which have hereto- 
fore flourished like the bay tree have 
been almost completely eliminated. 
One large stock exchange and three or 
four small ones, and several commodity 


exchanges have been either closed or 


effectively regulated. Herds of 
fidence men, working through the run 
districts, have been run out of the state 
The “Roaring Forties” (our Grey Frau 
White Way) are no longer distig| 
guished by crowds of high presgyp|! 
stock salesmen. Unfair and unhealthy intersté 
conditions in the real estate bond anj 
mortgage houses are in process of 
untary correction. Several large » 
organizations have been supervise | 
The district attorneys and the polig so-calle 
are constantly referring complaints ty 
us. Yet, with all our examinations, th 
number of injunctions we have g/”** 
tained have been relatively small, no mailed 


over two hundred and fifty. scriber: 
From my observation this change d a 


condition was brought about by ow 
power to examine and discover. The 
ever-present threat of thorough | 
tilation, coupled with the announce wash 
determination of Attorney-General the mi 
tinger to enforce the statute, has bees #15,00 
a preventive just as effective as any vestiga 
actual injunctions to cease and desist. tates, 

It is my observation that the average = 
person is a law-abiding citizen. Any) *°' 
law that appeals to his conscience and qunty 
has the backing of public opinion wil "er 
be obeyed generally without any par - aoe 
ticular threat of punishment. Buta ay 
law that has no appeal to the con em | 
science of the average man and is not *”*,* 
backed by public opinion will mee pale 
public resistance no matter how sever” “™ 
the penalties. teal 

A law merely designed to investigate PE 
corporations and publish information 
to satisfy public curiosity, even if con- 
stitutional, is odious. But any law 
that has for its object the prevention ~ 
of frauds upon the public will obtain, tach i 
and has always obtained, the ful hin wa 
measure of public support, and it is mm 
that support that enables government 
to enforce the law. The Martin Fraud In 
Act is such a law. It has the full pub 
lic support and it is accomplishing its this a: 
purpose. 
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f con] AssociaTIoN or SECURITY 
© rural CoMMISSIONERS 

Gat} Frauds and unjust and inequitable 
dist ices in the sale of securities are 


got only intrastate, but they are often 
interstate. Thus, at the present time 
we have found a promoter or stock 
manipulator of a particularly evil repu- 
tation publishing and circulating a 

per from the City of New York, a 
so-called tipster paper, in which the 
subscribers are brazenly advised to buy 
the stock of a copper mine in Idaho. 
Over 600,000 of these papers are 
mailed from New York City to sub- 
sribers all over the United States. 
ge The mine in Idaho is fallow and cost 
re the promoter less than $10,000. Its 
The stock is listed on the Boston curb 
val market, where the prices have been 
ee washed from 50 cents to $5.00, giving 
1 Op. | the mine a capitalization of over 
$15,000,000. To expose this fraud in- 
vestigations. are required in three 
states, New York, Idaho and Massa- 
chusetts. 


8, the | 
ob 
1, not 


esist. 


AY| To meet situations like this the Se- 
| curity Commissioners of the several 


states have voluntarily organized a 
National Association of Security Com- 
missioners, supported by appropria- 
tions from each of the member states. 
This association holds an annual con- 
vention and there formulates a policy 
of uniform principles and procedure, 
suggests legislation and considers mu- 
tual problems. A president and secre- 
‘lary are elected. During the year 
monthly bulletins are distributed of 
law proceedings pending before each 
Commissioner. The fullest co-opera- 
tion is secured among the members and 
tach is thereby provided with the ma- 
thinery of the entire group of forty-five 
wovereign states, and of forty-five ex- 
perienced and capable executives. 

In actual practice the utmost har- 
mony and co-operation is afforded by 
this association. Each learns by the 


will 
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experience of the other. Local prob- 
lems are treated locally, while national 
and interstate problems are treated 
broadly. In the example I have just 
given, the State of Idaho is presenting 
me with full information and evidence 
of the Idaho mine, and the State of 
Massachusetts of the manipulations on 
the Boston Curb Market. New York 
is maintaining proceedings against the 
promoter to stop the fraud. 

Thus it seems to me that the control 
of corporations which are, after all, 
merely groups of the citizens of the 
several states endowed with certain 
privileges, may be safely left to the 
states that created these privileges, and 
that this control is more properly exer- 
cised by policing sales of securities than 
by state or stockholders’ interference 
with management. Perhaps in some 
instances the frauds are not exposed 
and corrected with the vigor expected 
by the public, but that, it seems to me, 
is the fault of administration rather 
than with the laws. 

And as New York State is the source 
of a greater part of the public resent- 
ment, the responsibility is put up to 
the Attorney-General of that great 
state. As his deputy, charged by Mr. 
Ottinger with the responsibility of en- 
forcing that law, I therefore say, he 
assumes that great responsibility, we 
have no alibis to offer, the law is en- 
tirely adequate with slight amend- 
ments, and we propose to enforce it to 
the limit, to the end that fraudulent 
and unjust and unfair practices in 
stocks shall discontinue. This in- 
cludes the operations of any individuals 
whether done singly or with others, 
and whether done under the cloak of a 
corporation, partnership, stock ex- 
change, investment trust, bank or any 
form of human organization. And in 
expressing myself thus, I do so with 
the conviction that we have the organ- 
ized backing and co-operation of forty- 
five states of this nation. 
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Book Department This | 


Warre, Leonarp D. Pu.D., Professor of 
Political Science. University of Chicago, 
Public Administration, p. ix, 495, New 
York: The Macmillan Company, 1926. 
This book presents a general picture of 

the organization, structure, methods of 
activity and personnel of the executive 
branch of government. The author dis- 
claims any intention to describe special de- 
partments of administration nor does he 
seek to cover the administrative law of 
state or nation. 

The book is intended rather to present a 
series of problems which arise in nearly all 
public administrative work and to sketch 
some of the answers to these problems with- 
out dogmatic statement as to the merits of 
any. These reservations necessarily make 
the book a general one so that it is appro- 
priately called an Introduction. There are 
several chapters on the importance and 
relation of administration to law-making 
and to the courts. The problem of cen- 
tralization is considered. The structure of 
administrative departments and the move- 
ment to integrate the administration, that 
is, to bring its various isolated parts to- 
gether into a comprehensive, responsible 
unity,—all these are stated as problems and 
their significance is clearly set forth. 

Special attention is given to the question 
of personnel. Two-fifths of the volume are 
devoted to this topic, covering the historical 
background, the problem of morale in the 
civil service, the methods of recruiting, the 
classification of employes and their salaries, 
efficiency records and promotion, discipline 
and removal, pension systems and unions of 
public employes. The book closes with a 
chapter on trends of modern administration 
which should be read by every student in 
political science. 

In the following interesting paragraphs, 
the author sets forth the substance of the 
preceding chapters: “These, then, are the 
main lines of development: the steady 
growth of the merit system with its impli- 
cations of permanent employment and the 
provisions of a career, the constant limita- 
tion of the unregulated authority of the 
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local area, the rise of the principle of af ingle 4 
ministrative supervision and unified leade. mublic a 
ship, the emergence of the specialist and th entact 
expert, the origin of significant econom ninistra 
and professional organizations of publ sbeence 
employes, and the rise of scientific inquiry naker 8 
into problems of government and adminis Can ¢ 
tration. Each of these movements seems mus 
likely to project itself into the future fq Prussian 
decades yet to come.” vesent? 
The author’s style is clear and interest f the 
ing. The choice of material is excellent and | _,,: 
while there may be differences of opinion gs 
to the proportions of the various topics, the |" There 
general field is well covered. scientific 
In a volume of this size, intended only as | tween 
an Introduction, one must not expect an aquiries 
intensive study of problems requiring long | ,ortait 
continued research. The author has held | yining 
to his plan of stating rather than solving | dies a 
questions. An example is his discussion dl | 5414 a 9 
the growing centralization of our system, / alls for 
Professor White points out that “the ris} (ther 
and fall of the local area as the pivot of ow nore sp 
administrative system runs through mostd | o» the 
our history. The process is almost univer. prises Oj 
sal, but is proceeding at different rates o pation | 
speed in different parts of the country. ... jhe poss 
On a national scale the march towanl sminist 
Washington, which goes on without inter jt ma 
ruption, is now stirring lively protests 00 pyeral e 
behalf of state rights. . . . The economit » cover 
interpenetration of one part of the country mporta: 
with another, the amazing mobility of the 
population, the community of interest ona 
national scale in such matters as highways, Nationa 
health, labor supply, taxation, education,  Systen 
methods of communication, as well as the York: 
older communities of interest in such mat-_ pal Le 
ters as foreign affairs, the army and the| This r 
navy, demand political and administrative ad 19¢. 
organization to correspond with national psentin, 
needs.” he Gov 
As centralization increases and as ad te Nati 
ministrative work becomes more complex, he Nat 
scientific and expert in nature—“‘how (ommis 
working connection be maintained betwee® ersonn. 
the official and the public? Lacking such& tnded 1 
connection, the danger of mutual misunder- ¢ the f, 
standing and misconception is great” gency 
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(ne could wish that the author had written 
,full chapter here. 

This problem which has been envisaged 
py many publicists is probably the greatest 
of ad} ingle question confronting the student of 
leadet.| ublic administration to-day. The lack of 
ind the} ontact between the public and the ad- 
| xinistration is even more serious than the 
Public | gence of such contact between the law- 
nquity | saker and the public. 
minis | Can good administration be popularized 
Seems |» must it always have that flavor of 
ire for | Pryssianism which our people so strongly 
resent? Can we make the administration 
terest. | the law thorough and scientific and yet 
itand | stain its human responsiveness and 
| »opular sympathy ? 
cs, the" ‘There is urgent need of a whole series of 

‘gientific studies in this field of relations 
nly a | \etween Government and public. Some 
ct ah inquiries are already being prosecuted to 
g long | certain the most feasible methods of main- 
3 held | ining contact between administrative 
olving bodies and business organizations, but the 
ton of field as a whole is undeveloped and urgently 
stem. alls for attention. 
€ ms) Other problems which perhaps deserve 
of Out | nore space than has been allotted to them 
ostol |e the administration of business enter- 
operated by Government, the partic- 
pation of administrators in law-making, 

*++ the possibilities of decentralizing Federal 
ward ministration, etc. 
intet- Jt may be hoped that the book will see 
ts OD everal editions and that it will be expanded 
lomie cover with greater fullness some of these 
intty important subjects. 

f the James T. Youna. 


vays, National Municipal League. The Merit 
tion, System in Government, Pp. 170. New 
sthe York: published by the National Munici- 
mat-| pal League, 1926. 
| the | This report was worked out during 1924 
utive ‘md 1925 by a conference committee rep- 
ional wsenting the National Municipal League, 
he Governmental Research Conference, 
ad- te National Civil Service Reform League, 
ples, he National Assembly of Civil Service 
@n% (ommissions and the Bureau of Public 
weed fersonnel Administration, and it is in- 
ch tnded merely to give a definite statement 
der- @ the functions which a public personnel 
at. gency should exercise and of the results 
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which should be expected from their ade- 
quate performance. 

This restricted object limits the useful- 
ness of the book, which is still further 
diminished by differences of view among 
the members of the committee on some of 
the larger issues, notably on the preferred 
type of organization of the personnel 
agency. Here the committee limited itself 
to a bare statement of four possible types 
with arguments for and against each. 
May it not be, in view of the fact that such 
a distinguished committee failed to agree 
at this peint, that something can be said 
for different types, any one of which may 
give reasonably good results? Put in 
other words, has not too much emphasis 
been placed in recent years on the form of 
organization and too little on the technique 
of the personnel agency? 

Much of the subject matter of the volume 
has appeared in other sources. The com- 
mittee worked without research assistance 
and was unable to conduct field studies to 
clarify points of disagreement. This must 
remain a source of regret to those who 
hoped to find new light on the problems 
involved. 

The book has nevertheless the distinct 
merit of presenting a simple statement of 
current thought about the elements of public 
personnel administration and of offer- 
ing a model civil service law (appendix 
3). In view of the host of pressing prob- 
lems which center about the subject, it 
must be a matter of regret that the com- 
mittee limited itself to a task which perhaps 
inevitably remains sufficiently barren. 

Leonarp D. Warr. 


Hunter, H. Outlines of Public 
Finance. Revised and Enlarged Edition. 
Pp. 588. Price, $3.25. New York: 
Harper and Brothers, 1926. 

This revision of the textbook which ap- 
peared first in 1921 gives every appearance 
of having been thoroughly and painstak- 
ingly done. Professor Hunter apparently 
is not a member of that rather large group 
whose concept of revision is the insertion 
of new dates in the proper places with, 
perhaps, an occasional change in statistics. 
In this case there has been not only an 
inclusion of the latest statistics in order to 
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bring the numerous tables up to date, and 
the recognition of legislative changes, but 
in addition, a sincere attempt has been 
made to note broader developments and 
changes in policy during the five-year 
period. An example of this occurs in the 
recognition of administrative reorganiza- 
tion of state government as a factor tending 
to secure more efficiency in expenditure. 

Although the general viewpoint and 
method of approach remain practically 
unaltered, there has been considerable re- 
arrangement in the order of treatment. 
At times this consists merely of changes of 
order within a particular chapter, with 
frequent transfers of complete topics from 
one chapter to another in order to secure a 
more logical and orderly treatment. In 
many cases, however, entire chapters have 
been ‘ 

In addition, several new chapters have 
been added by expanding certain topics 
that formerly appeared as parts of rather 
bulky and incohesive chapters. For ex- 
ample, the discussion of public lands and 
public enterprises as a source of public 
revenue has been omitted from the chapter 
on the development of public revenue, and 
is now, with the addition of material on 
government ownership, elevated to the 
dignity of a separate chapter. A similar 
change has been made with respect to 
excises, capitation and business taxes, 
which were formerly treated together. 
The first two have been elevated to the 
rank of separate chapters, while the third is 
now one of a group of three chapters on 
“Taxes on Business,” the other two being 
general corporation taxes, and taxes on 
special classes of corporations. New mate- 
rial appearing in this group has to do with 
the sales tax, taxes on motor transporta- 
tion, automobile licenses, and the business 
license as used in southern states. Again, 
the treatment of public debts has been 
divided into two parts, entitled “general” 
and “administrative” considerations, with 
more emphasis on the purpose of borrowing, 
and new material on serial bonds, capital 
levy, and the settlement of the European 
debts. The income tax has also been 
divided into two parts, one on Federal, one 
on state systems, while the discussion of 
taxation now appears as two chapters—the 


nature of taxation, and justice in taxatig, 
Although no separation of the chapie; ti she 
been made, discussion of the single tax hy, ge ” 
been broadened to include taxes on minemj probl al 
and forest lands, and the use of land taxa) 4.) 
in foreign countries. =. 
As contrasted with six chapters secup) 
simply by separating and amplifying 
topics formerly treated elsewhere, only oy ded 
completely new chapter appears, that being -s ling 
entitled “‘Characteristics of a Good Figg) ™ 
System.” Much has been gained by sepa | 2 
tion, however, as it makes possible a mon Upson 
logical order of treatment, as evidenced ly a 
the grouping of the chapters on taxes m army 
commodities, and it also tends to foo beckgr 
attention on subjects that were formery ried 
apt to be ignored in the midst of othe | i aiy 
material. 
As previously indicated, there has bes 
little change in viewpoint either in genenl | | orthy 
or on particular points. An exception) 6.49 
occurs with respect to gift taxes. Fo. wend?" 
merly it was urged that gifts should be) | ted 
included in the category of inheritancesfe | q7y,. 
purposes of taxation, but in view of th/ dosely 
administrative difficulties encountered by ary 
the Federal Government, this is nov) 
recognized as “extremely unsatisfactory.” wubject 
On the whole, however, the general ap regulat 
proach remains unchanged. Those who! over 
formerly found the treatment unsatit y 
factory will doubtless find the new tet «p44; 
equally so; those to whom it appealed wil sont of 
likely find the new edition much mon public 
teachable because of changes made. dightly 
Cuar.es P. 


Hanrorp, A. Cuester: Problems in Me 
nicipal Government. Pp. 457. Chicago: fie 
A. W. Shaw Company, 1926. — 
“What is needed,” declares Auth, average 

Hanford, referring to the teaching of munie- j, 

ipal government, “is a method of supple 

menting the lectures, text-books, and other| 

readings which will assist the student @ Micka 
obtaining a more thorough mastery of the Sena 
subject, develop his power of analysis, don: 

teach him how to apply his knowledge w, 

actual problems, and help him to make the ¢.4+. 

subject his own.” deme 
Recognizing the need, Professor Hanford 5.) j.+, 
has set out, laudably enough, to fill tb ¢ sau, 

Problems in Municipal Government is Wis ». a. 
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sxation} ontribution. “T'here have been gathered low the provinces in the abolition of their 
wer Nie jogether in this volume almost one hundred upper houses. It is unthinkable that the 
tax ba lems, each of which covers an actual Federal Senate of the United States can or 
mineral} ase which has recently arisen or is now should be abolished, however great our 


pending in a particular American city,” he 


The student is given the facts in each 
case, followed by a series of questions in- 
tended to stimulate thought. Under the 
ieading “Organization of the Police De- 
partment,” for example, the organization of 
Cincinnati’s police department prior to the 
Upson upheaval is set forth in detail. 
Footnote references to standard secondary 
works are included, and with these as a 
» focus background the student is supposed to 
rmerly answer intelligently, or at least enthusias- 
other tically, the following questions: ‘What 

features in the organization of the police 
8 bees department of Cincinnati do you consider 
genes worthy of praise? What defects do you 
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= for | The table of contents follows rather 
of ‘the dosely the classification of city activities 
ted by ised by Munro in his Municipal Govern- 
} BF nent and Administration. A number of 
tory. wbjects are inadequately treated. Traffic 
al ap regulation, one of the outstanding problems 
> who if every American city, is dismissed casu- 
ily with two brief problems headed 
“Parking Regulations” and “Establish- 
nent of Traffic Court.” City planning and 
public utility regulation are accorded but 
lightly better treatment. 

The volume covers a wide field, however, 
ind must of necessity be concise. It is an 
nteresting experiment in the application of 
pecific problems to the study of general 
phenomena. Whether it will help the 
javerage student to “make the subject his 
wn” is an open question. 

Austin F. Macponap. 


mt @ Mackay, Ropert A. The Unreformed 
of the Senate of Canada. Pp. xvi, 284. Lon- 
lysis, don: Oxford University Press, 1926. 

ge 4 We have in this monograph on the 
fe fenate of the Dominion of Canada a work 
aford # unusual merit. The subject is of peren- 
ik ial interest across the lines and ought to be 
«his d equal interest on this side, where many 
is M we asking if the states may not wisely fol- 


impatience with it at times, for it is pro- 
tected by a compact of the states in the 
Constitution. Our author asserts that 
Quebec sees in the Dominion Senate a 
potential guardian of provincial rights, that 
abolition is unthinkable to French Cana- 
dians, and that the Dominion, no less than 
the United States, is bound legally and 
morally by a compact. 

He shows, furthermore, that the United 
Provinces of Upper and Lower Canada 
found an elected upper house incompatible 
with the efficient working of the parlia- 
mentary system. Therefore the Dominion 
fathers substituted an appointed Senate 
which they intended to be not only a second 
house but secondary, though to a degree 
independent. One of the leaders of the 
period of federation predicted, however, 
that the system would prove to be an alter- 
nation of deadlock with single-chamber 
control. The detailed accounts with il- 
lustrative tables marshalled by Mr. Mackay 
seem in spite of his intention to mark the 
acuteness of the prediction, for only when 
the Senate is controlled by the party in 
opposition to the government does it be- 
come active in the rejection of measures 
presented by the government. Previous 
studies in Canadian affairs had convinced 
the reviewer of the utter uselessness of the 
Dominion Senate, which arouses itself 
from peaceful slumber only when the peo- 
ple in a general election have voted a change 
of policy to pronounce its veto upon the 
consummation of that policy in law, and 
which later in the course of years relaxes its 
opposition as its composition changes, 
finally subsiding into peaceful acquiescence 
again. But Mr. Mackay carefully reviews 
the outstanding measures rejected by the 
Senate, and maintains that then, if only 
then, the upper house performs its proper 
function, and registers the true and per- 
manent will of the people, as against active 
minorities which have imposed their views 
upon a spineless ministry. The defense of 
the Senate is strongly pressed, but my own 
attitude to social legislation, measures for 
the promotion of temperance and the pro- 
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tection of labor, is too pronounced to agree 
with the author. For instance, he pictures 
the gray-haired lawyers of the Senate, 
zealous for the tried principles of the com- 
mon law, vetoing every one of a series of 
acts designed to raise the age of consent; 
my reading in Blackstone shows how in- 
adequate the old law of England was and in 
Stephens how the English Parliament raised 
the age of consent in 1887 to a point these 
senatorial lawyers thought would be pro- 
motive of immorality in Canada. Mr. 
Mackay would prolong these occasional 
spasms of obstruction till the disease be- 
comes endemic. 

Another activity of the Senate, not so 
bitterly resented, is the amendment of 
measures coming up from the House of 
Commons. This as proved by the de- 
tailed statements and illustrative tables is 
not intermittent but constant, rising no 
higher when the two houses are in opposi- 
tion to each other than when they are in 
political accord. The leisurely body of 
experienced legislators here performs a func- 
tion of real value, especially in the protection 
of property, the symmetrical development 
of the law and careful drafting. 

This monograph has several valuable 
suggestions upon the functions which may 
well be conceded to the Senate. Just as 
now all divorce bills are first introduced in 
the Senate and the procedure is essentially 
judicial, so all private bills might be as- 
signed to the Senate. Now the Senate, 
like the House of Lords, gives admirable 
service in the consideration of such bilis. 
Members of the lower house no doubt de- 
sire to introduce private bills and further 
their passage, but the procedure ought to 
be impersonal and judicial. At the pres- 
ent time the number of such bills intro- 
duced in the Senate tends to increase, yet 
the great majority are introduced in the 
lower house. 

Non-contentious government bills al- 
most always make their first appearance in 
the lower house, introduced by heads of 
departments, for seldom is there more than 
a single department head in the Senate, and 
sometimes none at all. If every minister 
had the privilege of the floor in both houses 
it might often be convenient for ministers to 
introduce these non-partisan bills in the 


Senate. Partisan bills occupy much gyfbis opin 
tention of the members of the House g)aeeut’ 
Commons and non-partisan bills do ygl ee 
have the prompt and adequate attentiq 
they would receive in the Senate if int| T* | 
duced there early in the session. 
Mr. Mackay proposes changes in legisla 
composition of the Senate, which, judging )#°°™ 
from somewhat similar provisions in oth |!™P®8* 
national upper houses, would greatly » 
hance the utility and dignity of the Seng ' 
without unduly increasing its independeng | #0" ' 
He proposes a Senate that shall not oh dealing 
represent the four sections of the |sat hi 
but the various shades of political opinigg {°° of 
One-half of the Senators would be elects _.. 
by the members of the House of Common 
one-third renewed at the beginning of eal *#lee™ 
newly elected Parliament. The memben Here” 
from a section would elect their Senators by 
proportional representation from cand: 
dates with the qualification of previog 
election to the Senate, House of Commom 992 
or provincial legislature. The remaining (yy 
half of the Senate would be appointed by 
the government, renewed as in the cased From 
elected members, part from tried adminis "" ¥° 
trators from the several sections, and part America 
nominated by various national association, ™T*** 
Thus functional representation and th om 
valuable co-operation of trained adminis | ‘ 
trators would find recognition in the cote eC 
position of the Senate. . bel 
Altogether the book is sane, well-dow re 
mented, and informing. 4 
Cuarzes H. Maxson, 
is best 
Rogers, Linpsay. The American Senaié jThere 
Pp. xii. 285. New York: Alfred A./trking 
Knopf. 1926. mas of 
The author does not attempt in this brid ta 
volume on the Senate of the United Stats ~ b 
to write either a comprehensive history @ megs 
a dispassionate analysis of the functioning — 
of that venerable institution. He 
his preface that he expects to argue a poi 
of view. His view is this: undemo figu 
cratic, usurping Senate is the indispensable 
check and balance in the American system, ee an 
and only complete freedom of debate pe but of 
mits it to play this réle.” The author feds hese f 
very strongly that it would be clearly 
advisable to change the present rule a -” 
freedom of debate in the Senate, since, ® 
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his opinion, senatorial investigations of the 
aecutive would become less numerous and 
do nulisseflective, if a Senate majority could act 
Ishenever it cared to act. 
if int, | ‘The author devotes a comparatively 
mall portion of his volume to the Senate as 
in th legislative chamber. “Closure,” **Con- 
gesional Investigations,” “Presidential 
| da and the Senate,” “Forum of 
the Nation and Critic of the Executive” are 
Senate the subjects which chiefly engage the at- 
dence | tention of the author. It is in the chapters 
jealing with these subjects that the author 


. sat his best. In emphasizing the impor- 
er ance of preserving inviolate the informing 


junction of Congress, he brings forward an 
‘spect of the closure controversy too long 
of ail neglected and too frequently unnoticed. 
oak Herein lies the chief merit of the volume. 
tors by M. L. Faust. 


cand) somos, W. W. History of Economic 
evi! Progress in the United States. Pp. xvi, 
amon, 992, Price, $5.00. New York: Thomas 
i Crowell & Company. 

aan From time to time for almost a genera- 
iminis ion We have been favored with various 
d part American economic histories. They have 
ations mereased considerably in size, but their 
d the gneral outline has remained strikingly 
minis. | Malar. Chapters are devoted to agricul- 
|ure, manufacturing, commerce and finance 
nthe Colonial, early national, ante-bellum, 
v pst-bellum, and 20th century periods. 
This has given an unreality and statistical 


elected 


08 wality to our economic story, which does 
is best to destroy the interest of students. 
Jena [There are few portions of history more 
4, | triking or more significant than the prog- 
mss of our economic development, but to 

5 briel late no one seems to have grasped its poten- 
States ialities as a vital possibility. Mr. Jen- 
ory ot ungs’ book is the latest in the line. Itisa 
soning nonument of patience and research, its 
tes is really tremendous. Its 748 pages 
point f text, its statistical appendices and its 
jemo.| Hliographies contain an arsenal of facts 
sable 2 figures which is staggering; not a word 
stem, Wasted in attempting embellishment, the 
+ per iets are there and nothing but the facts. 
- fees Sut of the rignificance and interpretation of 
iy ip nese facts all that is attempted is a strain 
je gf evangelism which finally bursts forth as 
jp writer views the 20th century and sees 
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what he thinks is needed to save America. 


This volume will be an invaluable reference 
book and an indispensable aid to any one 
studying our economic history; for produc- 
ing this the author cannot be praised too 
highly, but the vital synthesized coherent 
story of one of the greatest episodes of 
economic history has yet to be written. 
Roy F. 


Ise, Joun. The United States Oil Policy. 
Pp. x, 547. Price, $7.50. New Haven: 
Yale University Press, 1926. 


The theme of this volume is conservation 
of petroleum. Professor Ise’s approach to 
the problem is an historical and research 
rather than a philosophical one. This is, 
of course, proper, but it leads him into 
difficulties that make the book unreadable. 
Mingled with the text on every page are 
dozens of statistical items that soon pall and 
lose their significance. It was the author’s 
duty to collate and interpret these. 

An historical analysis of each of the 
major fields occupies one-third of the book 
and is well done, as is also the discussion of 
the public oil land problem. Chapters on 
the questions of substitutes and foreign 
supplies and on conclusions conclude the 
treatment. Copious references increase the 


value of the work. A. H. Wri.1aMs. 


Reep, Harotp L. Principles of Corpora- 
tion Finance. Pp.412. Boston: Hough- 
ton Mifflin Company, 1926. 

In this work the author has organized the 
materials of corporation finance in such a 
way that the student may “readily compre- 
hend the relationship of the different aspects 
of the subject.” His avowed plan is to 
follow through the life of the business 
corporation from its inception to its dis- 
solution. The work is divided into five 
parts, the first dealing with the financial 
problems of a new corporate enterprise, the 
second with current operations, the third. 
with earnings, the fourth with ‘corporate 
expansions and the fifth with failures and 
reorganizations. 

It is difficult to understand why the 
author begins his treatise with an extended 
discussion of no par value stock, overcapi- 
talization, bonus shares, assessible stock 
and other features of different classes of 


. 
ae 
= 
ay 
eas 
q 
4 


162 Tue ANNALS OF THE AMERICAN ACADEMY 


stock before analyzing the réle played by 
the promoter and the steps necessary in 
forming a new business enterprise. Again, 
the logic of discussing the justification of 
the work of the promoter before describing 
the functions which he performs may also 
be questioned. To enumerate the results 
of reorganization before giving a descrip- 
tion of methods of reorganization likewise 
appears to be putting the cart before the 
horse. 

The lack of concrete illustrative materials 


_ and of substantiating evidence to support 


the many general observations seems to the 
reviewer to be an outstanding weakness of 
the treatise. It is doubtful whether such 
generalizations as the following could be 
corroborated by available data: “Those 
who assume the risk of shareholders will 
demand, as compensation, a share in con- 
trol” (p. 310). “Ordinarily the new issue 
will be for as many shares as are already 
outstanding” (p. 316). “At any rate, 
available evidence seems to indicate that 
monopoly powers possess far greater op- 
portunities in the case of investment than 
in the case of commercial banking” (p. 338). 
Many such sweeping statements as these, 
unsupported by any corroborating evi- 
dence, might be cited. 

In an advanced treatise, such as this 
work purports to be, a more detailed 
analysis of many phases of corporate 
financing would also be desirable. Main- 
tenance, betterments, depreciation financ- 
ing, underwriting syndicates, corporate 
leases, equipment trust certificates, re- 
organization of capital account. reorgani- 
zation by court order and similar topics are 
either omitted from the discussion entirely 
or receive only very inadequate treatment. 

In spite of these and similar weaknesses, 
however, the book may be profitably read 
by the student of corporation finance, be- 
cause of the many stimulating suggestions 
which it contains. Karu Scuouz. 


Reepv, Tuomas H. Professor of Munici- 
pal Government in the University of 
Michigan. Municipal Government in the 
United States. Pp. 368. New York: 
The Century Company, 1926. 

Professor Reed’s book constitutes a 
valuable and useful addition to the Century 

Political Science Series. The chapters 


dealing with the historical development g} pgnking 
municipal institutions in the United Stata! pgnking, 
are so admirably conceived and executgd| gthers 
that one cannot fail to hope that Professy| fp the 
Reed will not abandon his early enthusiag, - | banks at 
for the writing of a history of municipg | which i 
government that will be, to use his om ‘ 
phrase, “comprehensive and definitive? lings « 
Equally commendable are the simplicity permitti 
precision and clarity of the chapters de | jo open 
scribing the legal position of the city in th | yhich tl 
United States. arrange! 
Unfortunately one cannot manifest | gtuatior 
similar degree of enthusiasm for some of thy (agliforn 
later chapters of the book. Chapte ‘banking 
XVII, entitled “The Perfection of Ad MeFadd 
ministration,” may be mentioned in partie. banking 
ular. By comparison with other portions | jp which 
of the book this chapter is so superficial and | cyrtailin 
fragmentary as to impress one as being| member 
scarcely more than an afterthought. tensive 
One who writes in the field of municipal . its way 
government must deal with a larger and bill seen 
more varied mass of minute fact materia | {svor of 
than is to be encountered in any othe oe 
division of political science, and hence / hether 
finds it extremely difficult to escape the | is to be « 
charge of inaccuracy. It is therefore very i ing state 
greatly to Professor Reed’s credit that the! While 
inaccuracies which appear in his book are id poli 
so few and of such slight importance, . going an 
As to the suitability of this book for use | wlved is 
as an undergraduate text-book opinions are the legal 
bound to differ. From the standpoint o i vain 
the reviewer it would serve this purpose svanta; 
better if it dealt more with the function md dep 
and operative side of city government than te com 
with the historical and legal aspects. tolled b 
Cuester H. Maxey.  ianking 


oward 
Coutins, Coartes W. The Branch Bank | ele ind 
Question. Pp. xi, 182. Price, $1.75., The w 
New York: The Macmillan Company, “aluable 
1926. to 
Mr. Collins has presented, in this well- 
written book, a carefully worked out his- 
tory of the branch banking controversy in lonRSTE 
America, especially in its political and 4% 2% 
legislative aspects. The story has been United 
brought down to December, 1925, since $1.50. 
which time little of significance has hap- 
pened to the question, so that the account This tr 
is still fairly up-to-date. ( upwa 
The facts are, briefly, that twenty-eight’ @ck ow 
states do not allow any form of branch'#n of tl 


| 
J 
j 
4 
| 
; 


nt @| panking, while twenty states permit branch 
States! banking, in some cases city-wide and in 
cutel| others state-wide, to state chartered banks. 
fesse! [pn the branch banking states national 
siagy | hanks are being subjected to a competition 
icipd | shich is proving too strong for many of 
'om them. To their aid have come several 
tive,” ' of the Comptroller of tie Currency 
icity, | permitting national banks in certain cities 
| to open branch “offices” in the same city in 
in the | which the bank is located. This informal 
grangement does not seem to meet the 
est 4 situation entirely, especially in states like 
ofthe California which permit state-wide branch 
apte ‘banking to state banks. Accordingly the 
Ad McFadden Bill, giving limited branch 
arti. banking powers to national banks in states 
rtions | in which state banks have such powers and 
and | curtailing to some extent Federal Reserve 
being | membership to state banks practising ex- 
tensive branch banking, has been battling 
icipal . its way in the past two Congresses. The 
- and | bill seems to have a decisive majority in 
terial favor of its main features, but encounters 
other | serious disagreement over details, especially 
hence whether or not the Federal Reserve System 
¢ the | is to be open in the future to banks operat- 
very | ing state-wide branches. 
tthe) While the author discusses ably the legal 
k are ind political turns, one misses a thorough- 
,oing analysis of the economic issues—in- 
volved issues — which will ultimately decide 
the legal and political outcome. We look 
a vain for a discussion of branch banking’s 
slvantages and disadvantages to borrowers 
md depositors, the advisibility of having 
he community’s banking resources con- 
tolled by absentees, the effect of branch 
ey.  lanking on interest rates, and the tendency 


use 
1s are 
nt of 


The work is, however, as far as it goes, a 

Day, tuluable treatise and forms a welcome addi- 
‘ton to the literature of banking. 

well- S. Ketster. 

his- 


sy in ersten, Rosert F., and Dreren, 
and 4. Employee Stock Ownership in the 
been United States. Pp. viii, 174. Price, 
since #150. Pub. by the Industrial Relations 
hap- Section, Princeton University, 1926. 
ount This treatise is an inquiry into the nature 
‘upward of three hundred employee 
eight’ ck ownership plans, as well as a discus- 
anch'tn of the general questions raised by the 
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provisions of these various plans. The 
authors make no attempt to evaluate the 
relative merits of the plans studied, nor do 
they set forth what may be termed a model 
employee stock ownership plan. In their 
opinion the time is not yet ripe for a 
“succient statement of the principles to be 
observed in constructing such a plan.” 
The appendix contains a summary of the 
provisions of the plans examined, together 
with the dates of their inauguration, and 
wherever possible, the extent to which 
employees have accepted the offers to par- 
ticipate in stock ownership. 

The treatise, in general, appears to lack 
that scientific precision of phraseology 
which one should like to find in an objective, 
factual analysis of materials. Expressions 
such as “sometimes,” “in many instances,” 
“usually,” “generally,” “in a few in- 
stances,” and the like convey no precise 
idea of the relative importance of the 
specific provisions discussed. Attention 
might also be called to the error in the use 
of the expression “treasury shares” on page 
71. The authors make the statement 
“*Whether treasury shares are sold or shares 
previously outstanding and bought by the 
company in the open market, no direct 
profit accrues to the company from their 
sale.” The inference here is that treasury 
shares consist of authorized but unissued 
shares, which have not been outstanding 
previously. This is contrary to the ac- 
cepted usage of the expression “treasury 
shares.” 

These minor adverse criticisms, however, 
can scarcely detract from the merits of an 
otherwise valuable and timely presentation 
of a subject which appears to be attracting 
ever wider attention among financiers and 
industrial managers. 

Kart Scuoiz. 


Herroip, D. Advertising Copy— 
Principles and Practice. Pp. xiv, 525. 
Price, $6.00. Chicago and New York: 
A. W. Shaw Company. 

In this book Professor Herrold treats one 
of the technical phases of advertising in a 
new way. He develops the idea that copy 
should be considered not as an independent 
and unrelated unit but as an integral part 
of a complete advertising campaign. We 
are, therefore, shown the necessity for 


24 
43 
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i 
pward the parallel development of large- a 
Bank tale industry and finance. 
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complete analysis and thorough unification 
of the elements of copy with the sales 
function and its relation to the finished 
campaign. 

The text is concerned with writing copy 
for particular media. In this respect a 
method is used which involves an analysis 
of the medium, the type of copy to be used 
and the reasons for that use. This is a new 
procedure and differentiates the book from 
others in the immediate field. The psy- 
chological aspects as set forth in the 
chapter concerning the appeals to be 
selected for a campaign is descriptive 
rather than creative in its approach. 

There are many illustrations and much 
specific data with which the theorist may 
work. This is particularly valuable for the 
teachers who have deplored the scarcity of 
factual campaign material. On the other 
hand those in the practical field see com- 
ments upon their own handiwork from the 
point of view of the analyst. The chapter 
upon “The Analysis Preceding the Writing 
of Copy” can be used by all those interested 
in research method, for it effectively out- 
lines the actual procedure employed by 
research departments in advertising agen- 
cies before the copy is prepared. 

Although copy was effectively treated in 
Professor Herrold’s former book, a distinct 
contribution has been made in this volume 
by reason of its completeness. 

J. Russet. DousMan. 


Reep, Ruru. Negro Illegitimacy in New 
York City. Pp. 134. Price, $2.25. New 
York: Columbia University Press, 1926. 
The appearance of this brochure (No. 277 

of the Studies in History, Economics and 

Public Law edited by the Faculty of Polit- 

ical Science of Columbia University) upon 

a controversial phase of the Negro question 

will be greatly valued by those interested in 

a scientific study of this problem. 

With but five hundred cases—the sum 
total available—Miss Reed has made a 
thorough scholarly and sympathetic study 
of this unconventional condition among 
Negro women of New York. She has 
given us “an analysis of the chief facts in 
the personal and environmental history of 
a group of unmarried Negro mothers who 
have at one time or another during the past 
five years come to the attention of the 


social agencies of New York City.” Tig 
stark piece of work well done. There jg 
excellent table of contents, a com 
bibliography, tables intelligible to the lay. 
man, a brief history of society and th 


unmarried mother in general and of th| 4% 


Negro unmarried mother in particular, 
The student of social problems og ¢| 
history should welcome as invaluable day 
Miss Reed’s compact study. It is , 
crowded volume and shows a few effects 
its abbreviation, but it is remarkable for jy 
judicial treatment of an _  opinionat 
subject. Columbia University Press hy 
indeed with this volume added to its gg. ' 
lection admirable data for future studies fe 
comparison. Miss Reed points out, hoy. 
ever, that there exists no such data » 
material for other groups in this country, 
Sapre ALEXANDER. 


Weser, Gustavus A. The Hydrographic | 
Office—Its History, Activities and Organi. 
zations. No. 42. Pp. xii, 112. Price 
$1.00. United States Service Mon 
graphs. Institute for Government Re) 
search. Baltimore, Md.: The John 
Hopkins Press. 

Smirn, Darrett Hevenor. The Buren 
of Naturalization, Its History, Activitia 
and Organization. No. 43. Pp. xii, 
Price, $1.00. 


Tosey, James A. The National Govern- 
ment and Public Health. Pp. xviii, 48. 
Price, $3.00. 


Hont, Pixney. 
Young, on Industry and Economies. Pp. 
183. Bryn Mawr, Pa., 1926. 


Fisner, Estevie. Viceregal Ad 
ministration in the Spanish American 
Colonies. Pp. x, 397. Berkeley, Cali- 
fornia: University of California Press, 
1926. 

Where to Turn. Pp. 44, Price, 25 cents. 
Philadelphia: Public Charities Associa-, 
tion, Publication No. 1, 1926. 

The first distribution of an attractive 
handbook, entitled Where to Turn is just 
being made by the Welfare Information 
Bureau of the Public Charities Association 
of Pennsylvania. The pamphlet briefly de 
scribes the various types of welfare activities 
and gives a concise directory of national, 
state and local social service agencies. 
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FOREWORD 


NSTALMENT buying has recently had a phenomenal growth. 
Its growth has been such that that form of buying has become a 
really new economic institution. It is, therefore, particularly perti- 
nent that the Academy should have a special study made of this sub- 
ject at just this time. 

Dr. W. C. Plummer of the University of Pennsylvania was chosen 
to make this study and also to be the first of the Simon N. Patten 
Fellows named by the Board of Trustees of the Academy. Dr. 
Plummer’s research work is characterized by thoroughness and he is 
equipped with a well-trained mind for frontier work. It is just this 
quality of frontier work that would be most gratifying to the late 
Professor Patten, one of the founders of the Academy, in whose honor 
this fellowship was created. 

This monograph is sent out in the hope that it may prove useful in 
fact and in reasoning to those who are wrestling with the economic and 
social consequences of instalment buying, a problem of great im- 
portance now and destined no doubt to be of special significance in the 


days of crisis and the days of prosperity always ahead. 
L. 


Editor. 
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Social and Economic Consequences of Buying on the 
Instalment Plan 


I. THE ORIGIN, GROWTH AND PRESENT EXTENT OF BUYING 
ON THE INSTALMENT PLAN 


What Is Meant by Buying on the 
Instalment Plan?—An instalment sale 
or purchase is one in which the price of 
the goods is to be paid in fixed portions 
at stated intervals. Aside from a 
cash or down payment, which is usually 
made at the time of sale, the trans- 
action is simply a credit or deferred 
payment transaction in contrast to a 
cash payment and does not differ in its 
nature from any other credit trans- 
action. As stated above, instalment 
credit provides for the payment of the 
debt in regular and fixed instalments, 
and in this respect, it is a sort of funded 
debt in contrast to a demand obli- 
gation, which is payable at the request 
of the creditor or to the old-fashioned 
book credit or charge account or open 
account, which was payable in whole or 
in parts at the convenience of the 
debtor. It also stands in contrast to 
the kind of debt which runs for a stated 
period and which is to be paid in a 
lump sum at the end of the period. 

In buying on the instalment plan, 
the goods are delivered to the buyer, 
but the title to them generally remains 
in the seller and does not pass to the 
buyer until all the instalments are paid. 
In some cases, however, the title passes 
immediately to the buyer, and he gives 
a mortgage on the goods as security for 
the balance due. Default in payment 
in almost all cases gives the seller the 
right to the possession of the goods; it 
also quite frequently forfeits all pre- 
viously paid instalments. It is difficult 


to generalize on the legal aspects of 


instalment selling, as there is a complex 
body of statutes governing this form of 
sale in each of the forty-eight states. 


1 


However, efforts are being made with 
some success to secure the enactment of 
uniform laws governing conditional 
sales in the various states. A Federal 
law is impossible without consti- 
tutional amendment, and in its absence 
uniformity is almost impossible. 

Origin of the Practice.—Instalment 
buying is an old practice. Writers on 
the subject have cited numerous in- 
stances from history to show how old 
the practice really is. It is said that 
Crassus, the contemporary of Julius 
Caesar, made a large part of his enor- 
mous fortune by building houses 
outside the walls of Rome and selling 
them on the instalment plan. A 
recent writer mentions an instalment 
transaction, similar to those of the 
present time, which took place a cen- 
tury ago. The Countess of Blessing- 
ton at one time found herself in the 
disconcerting circumstance of greatly 
desiring a suite of furniture which she 
was unable to purchase because she 
lacked the necessary funds. Her desire 
for this suite of furniture was too 
great, however, to be thwarted by 
insufficient funds, and so she contrived 
a plan of partial payments and per- 
suaded the cabinet-maker to accept, in 
lieu of cash, a down-deposit rep- 
resenting a fraction of the cash price, a 
lien on the furniture, and a promise of 
further payments to be made at regular 
intervals until her debt should be 
entirely liquidated. The practice of 
the present time, in principle, is not 
greatly different from what it is said 
to have been in this particular case of 
one hundred years ago. 

An idea as to the length of time 
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selling on the instalment plan has been 
practiced in this country, as well as the 
character of the goods thus sold, may 
be gained from the fact that building 
and loan associations, which provide 
for the buying of houses on this plan, 
have been in existence for more than 
seventy-five years. The Singer Sewing 
Machine Company has been doing a 
very profitable business in this manner 
for more than fifty years. There are 
also numerous piano and other musical 
instrument houses that have been 
selling this way for the same length of 
time. McCormick reapers and bind- 
ers have been sold in this manner 
almost from the beginning of their use. 
Equipment purchases of railroads have 
been made on the partial payment 
plan for many years. The Encyclo- 
paedia Britannica has been sold on 
instalments for many years. In 1898, 
this company launched a campaign 
in England which was remarkably 
successful for selling the work for 
one guinea cash and thirteen monthy 
payments of one guinea each. 

Growth and Present Extent.—Even 
though instalment selling, similar to 
that which exists at the present time, 
has been a common practice for the 
past fifty years, there had been com- 
paratively little growth of the system 
until recent years. Within the last 
decade, however, instalment selling has 
undergone an enormous expansion in 
both volume of sales and number of 
industries affected. About 1915, in- 
stalment selling was introduced into 
the automobile business, where it 
experienced a somewhat gradual 
growth for several years, and then, 
after 1920, it suddenly expanded, 
reaching great volumes within a few 
years’ time. In the industrial depres- 
sion of the latter part of 1920 and the 
year 1921, the system spread to other 
lines of business and grew rapidly to the 
large proportions of the present time. 


Exclusive of houses, life insurance, 
and stocks and bonds, all of which are 
sold on instalments on an extensive 
scale, it is estimated that approximate- 
ly six billion dollars’ worth of goods are 
now sold at retail annually on the 
instalment plan.' The total annual 
retail sales of all commodities are 
estimated at approximately forty bil- 
lion dollars. Thus, fifteen per cent of 
all goods bought at retail are purchased 
on the instalment plan. 

It is estimated that the amount of 
the instalment debt outstanding at a 
given time is $2,750,000,000. This is 
a more significant figure than the six 
billion dollars which is the total of the 
instalment sales over a period of one 
year’s time. When considered as an 
absolute quantity, the instalment debt 
outstanding at a given time is a large 
amount, but when considered in rela- 
tion to the total outstanding debt of 
the community, that is, the total 
amounts owing from all individuals or 
groups of the community to all other 
individuals or groups of the community, 
it is very small. The total amount of 
credit of all kinds, including instalment 
credit, outstanding at a given time in 
this country, not counting funds bor- 
rowed for the purpose of re-loaning, is 
very greatly in excess of $120,000,000,- 
000 or $130,000,000,000.? 

Automobiles, standing far above all 
the other commodities in importance, 
account for approximately $1,500,- 
000,000, that is over half of the instal- 
ment debt outstanding at a given 


! No one knows what the total annual instal- 
ment sales are. This is a figure commonly used 
and accepted as an approximation by bankers, 
economists and others. It is the estimate of the 


National Association of Credit Men and also of - 


Mr. Milan V. Ayres who conducted an investi- 
gation into instalment buying for the Economic 
Policy Commission of the American Bankers’ 
Association. 

2 See page 43 of this study. 
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time.* Seventy-five per cent of all 
automobiles, considered with respect 
to value, are sold on these terms. 
Household furniture is the second 
commodity in importance, accounting 
for approximately nineteen per cent of 
the total instalment debt, according 
to the estimate of Mr. Milan V. 
Ayres who made an investigation for 
the American Bankers’ Association. 
Eighty-five or ninety per cent of all 
furniture is bought on instalments.‘ 
The prevalence of the instalment plan 
of selling furniture is shown by the fact 
that out of five hundred and fifty-six 
retailers responding to a questionnaire 
sent out by the Federal Trade Com- 
mission regarding the point, only 
thirteen reported that they regularly 
sell furniture strictly for cash.’ It is 
estimated that eighty per cent of all 
phonographs are sold on instalments, 
seventy-five per cent of washing ma- 
chines, sixty-five per cent of vacuum 
cleaners, twenty-five per cent of all 
jewelry,’ and the greater part of all 
pianos, sewing machines, radios and 
electric refrigerators. About $140,- 
000,000 worth of clothing is sold 
annually on deferred payments,’ but 
since the term of payments for this 
commodity is comparatively short, the 
amount of credit outstanding at one 


* This figure is probably not far from being 


exactly correct, as there is a great deal of very 


definite information available concerning the 
total production and sales of automobiles. 
This is the estimate of Mr. C. C. Hanch, General 
Manager of the National Association of Finance 
Companies, and is supported by the estimates 
of others. 

‘Report of the Farmers’ Loan and Trust 
Company of New York. 

5 Report of the Federal Trade Commission on 
House Furnishings Industries, January 17, 1923, 
Vol. I, p. 12. 

*Estimates on phonographs, washing ma- 
chines, vacuum cleaners and jewelry by the 
Farmers’ Loan and Trust Company of New York. 

7 Estimate on clothing by Ayres, M. V., The 
Christian Science Monitor, November 17, 1926. 
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time is only about $40,000,000, which 
is but one and four-tenths per cent of 
the total instalment debt. 

Total Volume of Instalment Sales.— 
Whether instalment selling is increas- 
ing or not at the present time is a de- 
bated question. It is the contention 
of some people that the rapid expan- 
sion came in the years 1920-23, and 
since that time there has been very 
little growth. They say that public 
attention has just become focused on 
the subject, thus giving the impression 
that there is a tremendous increase 
taking place at the present time, when 
such is not the case. 

The results of an investigation by 
the Economic Policy Commission of 
the American Bankers’ Association, 
which have not been made public, al- 
though parts of it have appeared 
in print in a number of places, say that 
the instalment debt at the end of 1925 
was seven per cent greater than at the 
end of 1923. Mr. Milan V. Ayres, who 
conducted this investigation and who 
has continued his study of the subject, 
states that the instalment debt at the 
present time is only eight per cent 
greater than at the end of 1923. 

We are fortunate in having some 
careful figures in regard to the recent 
growth of instalment selling which 
tend to the conclusion that the system 
is still expanding in volume. These 
statistics, while accurate, are very 
limited in scope. The Federal Re- 
serve Bank of Boston has collected in- 
formation on instalment selling in the 
department stores of Boston, and the 
Federal Reserve Bank of Philadelphia 
on the sales of automobiles in the Phil- 
adelphia Reserve District. We have 
gathered some information on the sub- 
ject from other sources and it also in- 
dicates that instalment selling is still 
on the increase. 

The material of the Federal Reserve 
Bank of Boston refers to instalment 
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accounts, not sales, but as the collec- 
tions have been maintained at a satis- 
factory rate, that is, collections have 
increased as rapidly as the volume of 
accounts, these statistics reflect the 
growth of instalment business. The 
tables below show instalment accounts 
outstanding at the close of each month 
of 1925 compared with the same month 
in 1924, also the amounts outstanding 
at the close of each month of 1926 up to 
and including May, as compared with 
the same month in 1925. It will be 


the total volume outstanding at the 
end of the corresponding months of 
1925. The amount of regular charge 
accounts in 1925 outstanding on corre- 
sponding dates, we are informed, showed 
little variation from those of 1924. 
The same is true of 1926 as compared 
with 1925.° 

Bearing in mind what was said about 
the satisfactory collection of the ac- 
counts, it is evident that there was a 
tremendous increase in the instalment 
business of the Boston department 


InstaLmeNtT Accounts OvutstaNDING at Enp or Monts Boston DEPARTMENT Srores, 1925, 


Comparep Wrrn 1924° 
Per Cent Change Per Cent Change 
Month 1925 Compared Month 1925 Compared 
with 1924 with 1924 
February . . +20 August. . +52 
March... . +21 +84 
+42 December. +88 


Dererrep Accounts AND Accounts OvutTstaNDING at END or THE Monts IN Boston 
DepaRTMENT Srores, 1926 Comparep 1925 


Month 


Instalment Accounts— | Regular Accounts— 


Per Cent Change 1926 


Per Cent Change 1926 


Compared with 1925 Compared with 1925 


+134 +8 


+109.2 +4.5 
+104.3 +3.0 
+ 97 —1.0 
+ 74.8 +2.5 


noticed that during 1925 instalment 
accounts at the close of each month 
were from twenty to one hundred and 
ten per cent greater than the total out- 
standing at the end of the correspond- 
ing month of the previous year, and 
that the accounts at the close of the 
months of 1926 were from seventy- 
four and eight-tenths to one hundred 
and thirty-four per cent greater than 


stores in 1925 over that of 1924, and 
that this business continued to increase 


* Correspondence, Warren, R. A., Manager 
Industrial Statistics Division, Federal Reserve 
Bank of Boston, June 16, 1926. 

* For all months except December, data taken 
from chart in the Monthly Review of the Federal 
Reserve Bank of Boston, January 1, 1926; for 
December, Correspondence, Federal Reserve 
Bank of Boston. 
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at a rapid rate in the first five months 
of 1926. 

We have information in regard to 
one of the large department stores of 
New York City which also points to the 
conclusion that the total volume of 
instalment sales is increasing. Sales 
of this particular organization in 1926 
show an increase of twenty-eight and 
twenty-three hundredths per cent over 
those of a corresponding period for 
1925. 

The statistics which we have in re- 
gard to the instalment sales of auto- 
mobiles also tend to show that the total 
volume of instalment sales is increasing 
The Federal Reserve Bank of Philadel. 
phia has been receiving reports from 
fifteen distributors of automobiles in 
the Philadelphia Reserve District, and 
the compilations of these reports, which 
have been published in The Business 
Review for August, September and 
October, 1926, indicate that retail in- 
stalment sales, considered with respect 
to number of cars, in May, June, July 
and August, 1926, were 8.9 per cent, 
19.3 per cent, .9 per cent and 45.8 per 
cent greater than those of correspond- 
ing months of 1925. Considered with 
respect to value of cars sold on the in- 
stalment plan, the per cent change in 
May, June, July and August, 1926, 
from the corresponding months of 1925 
were respectively +8.6, +33.3, —1.0, 
and +16.4. 

The great increase in the production 
and sale on instalments of mechanical 
refrigerators and radio sets of the past 
year or two and which continue at 
the present time also point to the 
conclusion that the total volume of 
instalment sales is increasing. The 
production and instalment sales of me- 
chanical refrigerators are said to have 
increased four hundred per cent in the 
past two years and the prospects are 
that the output and volume of instal- 
ment sales will be still further increased 


during the coming year. By far the 
larger part of all mechanical refriger- 
ators are being sold on instalments. 
It is estimated that the total volume of 
instalment sales of radios has increased 
two hundred per cent in the past two 


years. 

As we stated above, whether instal- 
ment selling is increasing or not at the 
present time is a debated question. 
The facts necessary for a proper deter- 
mination of the question are not 
available, but all the information that 
we have been able to gather on the 
subject points to the conclusion that 
the total volume of instalment sales is 
still on the increase. 

Instalment Selling in Foreign Coun- 
tries.!°—In England instalment buying 
is known as “hire-purchase,” and has 
been in use for many years in various 
branches of the furniture trade. At 
the present time, a large business on 
the hire-purchase plan is done in Great 
Britain in the sale of machinery, 
agricultural implements, automobiles, 
furniture and musical instruments. It 
is reported that sixty per cent of the 
automobiles are sold by this method of 
payment." In regard to pianos, the 
practice is so common as to have be- 
come a “custom” in the eyes of the 
law. The same custom is recognized 
by British law in regard to barges, gas 
and steam engines, printing » .achinery, 
railway cars, and sewing machines. 
Eighty per cent of pianos, seventy per 
cent of sewing machines and fifty per 
cent of all furniture are sold on the part 
payment basis.” 


10 The material on this subject is derived large- 
ly from the following publications of the Bureau 
of Foreign and Domestic Commerce, Department 
of Commerce, on Instalment Sales in Foreign 
Law, published October and November, 1925: I, 
British Empire and Latin America; II, Continen- 
tal Europe, North Africa and Asia. | 

1 Chisholm, C., The Manchester Guardian Com- 
mercial, September 16, 1926. 
Thid. 
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French law recognizes a form of 
conditional sale in which the title 
passes to the buyer on payment of the 
last instalment. Such a sale is known 
as a vente a tempérament. Automo- 
biles, house-furnishings, musical in- 
struments, typewriters, sewing ma- 
chines, and real estate are some of the 
principal classes of goods sold in this 
manner. 

In Germany sales on the instalment 
plan under which title to the property 
remains vested with the vendor are 
customary, and are becoming increas- 
ingly popular. During the inflation 
period, however, it was very rare. At 
that time sales were necessarily made 
for cash in view of the quick depreci- 
ation of the currency. 

Automobile financing companies re- 
port that eighty-three per cent of the 
automobiles in Canada have been 
purchased on the part payment plan. 
This is a higher per cent than in the 
United States. It has been estimated 
that fifty per cent of the sales of 
machinery, agricultural implements, 
furniture, and musical instruments in 
Canada are on the instalment plan. 

The same selling methods employed 
in the United States are used extensive- 
ly in Brazil and Chile, the practice 
being traceable to the growth of the 
practice in the United States. The 
articles mentioned as being sold in 
these countries are automobiles, ma- 
chinery, agricultural implements and 
musical instruments. Instalment sell- 
ing is being extended in Brazil and the 
same is the case in Peru, although the 

growth is being retarded in the latter 
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country, chiefly due to the lack of 
specific guaranty of the rights of the 
seller under Peruvian law. 

Articles of furniture, houses and lots 
are sometimes sold on instalments in 
Japan. In that country, automobiles 
are used mostly by people of means and 
are sold for cash payment. The 
representative of the Bureau of For- 
eign and Domestic Commerce, who 
collected information on instalment sell- 
ing in Japan, thought that the instal- 
ment selling of automobiles, especially 
those of low cost, would stimulate the 
use of them by the people at large. 

The generalization which one can 
make in regard to instalment selling in 
foreign countries is that the practice is 
quite common in many countries, par- 
ticularly those mentioned above. But 
the practice does not seem to extend to 
clothing and jewelry as in this country. 
Furthermore, some of the articles most 
commonly bought on these terms in 
the United States, such as electric 
washers, vacuum cleaners and electric 
refrigerators, are not mentioned at all 
in the reports from those countries. 
This may be because electricity has not 
been put within reach of the the masses 
of the people in those countries. Auto- 
mobiles, the particular commodity 
which is causing so much concern in our 
country, are sold extensively on these 
terms in many countries, particularly 
Canada and England. Instalment 
selling is increasing in many countries, 
but apparently it is not growing so 
rapidly as to cause an alarming condi- 
tion as is thought by some people to be 
the case in the United States. 


Il. THE CAUSES OF THE GROWTH OF INSTALMENT BUYING 


Unused Productive Capacity.—In 
considering the fact that instalment 
selling, in very much the same form 
as it exists at the present time, had 


been a common practice in this coun- 
try for fifty years before the recent 
extension of it, and that there had been 
comparatively little expansion in the 
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system in all these years, one naturally 
asks: ““What are the forces which so 
suddenly have brought about the ex- 
pansion of this form of selling to such 
amazing proportions within such a short 
period of time?” 

It is generally agreed that the be- 
ginnings of the recent expansion are to 
be found in the automobile business. 
In the beginning of the industry, manu- 
facturers sold all cars at wholesale 
strictly for cash “ and opposed the re- 
tailer selling cars on any other terms 
thancash.“ Intime, however, through 
a desire to increase sales and reduce the 
unit costs of production, plants were ex- 
panded and the manufacturers changed 
their attitude in regard to the re- 
tailer granting credit to the consumer." 
The easy terms to the consumer 
which were finally granted increased 
the amount bought, and as the automo- 
bile business has hitherto been subject 
to the law of increasing returns, the 
unit costs were decreased, thus under 
competitive conditions lowering the 
price to the consumer. The lowered 
price increased still further the amount 
demanded, and brought about a still 
further expansion of plant and equip- 
ment. The automobile industry is 
said to be overexpanded at the present 
time. Mr. C. E. Gambill, President of 
the National Automobile Dealers’ 
Association, is authority for the state- 
ment that automobile manufacturing 
plants have been built up to a capacity 
of around 6,000,000 units a year, and 
that even with the unprecedented busi- 
ness of 1925, this means that actual 
production was only about seventy per 
cent of capacity." As a result of this 

8 Correspondence, Maddock, E. S., New Am- 
sterdam Credit Corporation, August 2, 1926. 

™“ Hanch, C. C., General Manager, National 
Association of Finance Companies. 

% Boeckel, R., Instalment Buying in the United 
States, p. 12. 


16 Gambill, C. E., Address delivered at the 
annual convention of the National Association of 


unused capacity, manufacturers are 
under great inducement to depart from 
what has come to be known as standard 
terms of automobile financing’ in order 
to secure increased sales, and thus dis- 
tribute the overhead expense over a 
still larger number of units. 

A cause for the great growth of in- 
stalment selling since 1920, is to be 
found in the excess productive capacity 
existing in many other lines of business 
during the depression of the latter part 
of 1920 and the year 1921. Inthe years 
just prior to 1920, plant and equipment 
had been expanded in the hope of 
great profits which were possible in the 
period of rapidly rising prices, and then, 
when the depression came, some of 


these industries, burdened with over- 


head costs, profited by the experience 
of the automobile industry, and re- 
sorted to easy terms to the consumer as 
a means of increasing sales. The auto- 
mobile business itself profited by its 
earlier experience and developed the 
instalment system to a degree that 
made its former efforts in this respect 
seem insignificant in comparison. 
Competition Between the Same Kinds 
of Goods.—Competition between those 
selling the same kinds of goods is a 
causal factor in the growth of the sys- 
tem. Undera régime of competitive busi- 
ness whatever is generally advantageous 
becomes a necessity for all competitors. 
If partial payment selling in a certain 
line of business stimulates sales and is 
successful otherwise, the individual 
who refuses to use this device suffers. 
He will not gain new business that he 
might have by offering easier terms and 
he may lose some of his present cus- 
tomers who are attracted to his com- 


Finance Companies, Chicago, Illinois, November 
16, 1925. 

17 One-third of purchase price cash and the 
balance in twelve equal monthly payments on 
new cars, and forty per cent down with twelve 
equal monthly payments on used cars. 
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petitor by the partial payments. The 
competition extends further than the 
mere granting of credit; it includes the 
offering of easier credit conditions in 
smaller down payments and a longer 
time in which to pay the balance. The 
tendency in some instances to depart 
from the standard conservative terms 
mentioned above may also be attrib- 
uted to competition among retailers 
engaged in the same kind of business, 
among manufacturers producing the 
same commodity, and among finance 
companies and among banks for busi- 
ness in lending funds to finance instal- 
ment sales. 

Competition Between Different Kinds 
of Goods.—Another kind of competi- 
tion, perhaps not so evident as the one 
just mentioned, but a real one never- 
theless, is the competition between 
different kinds of goods. It is believed 
generally that if people had to pay in a 
lump sum for radios, automobiles, 
mechanical refrigerators, etc., that 
there would be fewer bought. Con- 
sequently this purchasing power which 
is now spent for radios, automobiles, 
mechanical refrigerators, etc., if it were 
not saved, would be diverted to the 
purchase and consumption of some- 
thing else, if there were no deferred 
payment terms. If the individual 
pledges his future income for auto- 
mobiles, pianos, and vacuum cleaners, 
he will buy less clothes and food or 
other things than he would otherwise, 
unless he is able to increase his income 
by working harder under the stimulus 
of instalment debts. This latter con- 
dition is possible, and if it is happening, 
one of the important economic and social 
effects of instalment buying is the increas- 
ing of production and the raising of the 
individual’s standard of life. In the 
opinion of many people there is occur- 
ring a diversion of purchasing power 
such as has been mentioned here. This 
opinion is indicated by such comments 


as the following: “‘ For a longtime I have 
felt that the buying of automobiles on 
the instalment plan in such volume was 
one of the outstanding reasons for slow 
business in many industries.” 

The following statements contain the 
same idea: “In order to possess non- 
essentials, many families are cutting 
down on essentials, setting a less 
nourishing table, buying fewer shoes 
and skimping on living quarters.” 
“It is bad for a single industry like 
the automobile to make such deep 
inroads upon current earnings of 
individuals that the clothing, pro- 
vision and construction industries 
might ve starved.” *° 

Advertising and High Pressure Sales- 
manship.—Modern methods of adver- 
tising and high pressure salesmanship 
are without doubt partly responsible 
for the extension of instalment selling 
among the poorer classes. The follow- 
ing statement, by one whose knowledge 
of the incomes, expenditures, and needs 
of the poorer classes is such as to make 
his words carry weight, is worth re- 
peating in connection with his point, 
although it was not made in connection 
with instalment selling: “Did you ever 
think of the strain to which people with 
small incomes are subjected by our con- 
tinuai pursuit of them to spend their 
money? Every newspaper, every 
magazine, every street, every railroad 
track, every street car, e.ery country 
road is lined with advertisements 
carrying suggestions intended to be 
subtle, though often they are blatant, 
to buy, buy, buy. Every human im- 
pulse, good and bad, is played upon. 


Johnson, J., Chairman of the Board of 
Directors of the International Shoe Company, 
see Report of the Farmers’ Loan and Trust Com- 
pany of New York on “Instalment Buying.” 

1 Hill, C. J., Babson Institute, Wellesley Hills. 
Massachusetts, in The New York Times, February 
13, 1926, p.8. 

* Tregoe, J. H., Executive Manager of the 
National Association of Credit Men. 
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Not only do we advertise publicly, but 
we send letters and agents to the homes 
to try to extract from any and every 
one what money he has. In every way 
we set about deliberately to make a 
person feel that life will be a failure un- 
less he or she uses this soap or shaving 
cream, drives this automobile, owns 
this radio, sees this movie or play, eats 
this food, wears this collar, takes this 
trip or reads this newspaper. This con- 
tinual pressure relentlessly applied sub- 
jects our working-class population to a 
strain which they cannot withstand, nor 
could we in their places.”** Many of 
these people cannot resist the tempta- 
tion to buy under these conditions, and 
consequently become easy prey for the 
high pressure salesman with his E. Z. 
TERMS. 

Increased Real Incomes of the Working 
Classes.—When looked at from the side 
of the demand for goods on instalment 
terms, a very real factor in the instal- 
ment movement is to be found, we be- 
lieve, in the increase in the incomes of 
the wage-earning classes of the last few 
years. Professor Alvin H. Hansen 
finds that real wages in 1925 were from 
twenty-five to thirty per cent above 
the prewar level.” Professor Paul H. 
Douglas, in a study of the “Movement 
of Real Wages,” found that in 1924, em- 
ployed wage-earners in manufacturing 
and transportation industries, certain 
clerical groups, ministers, teachers and 
others, on the average could purchase 
twenty-seven per cent more goods in 
1924 than they could in the 1890's, and, 
for our purposes, the significant part of 
the conclusion is that by far the greater 
part of these gains were secured from 


% Billikopf, Jacob, Executive Director of the 
Federation of Jewish Charities of Philadelphia, 
and Impartial Chairman in the Men’s Clothing 
Industry in New York City, in Surrey Graphic 
for April, 1925. 

2 American Economic Review, March, 1925, 
p. 42. 


1920 to 1923," the very time in which 
instalment buying in large volumes 
began. 

As to whether this increased income 
helped to cause the extension of the in- 
stalment system, we cannot say, but it 
certainly helped to make it possible. 
The increased income meant that 
people could buy and pay and con- 
sume more than formerly on any terms 
of sale. Other forms of merchandising 
such as mail-orders and cash-and- 
carry purchases have also greatly in- 
creased in the past few years.“ If the 
people chose to buy and consume and 
pay so largely on the instalment 
plan, there was no reason why they 
could not do so. Credit facilities were 
offered them, through the development 
of finance companies, that were not 
available formerly, as we shall see 
presently, and the increased real 
income gave them more than sufficient 
purchasing power * to meet all their 
instalment obligations as they came 
due. 

“*Underconsumption.”—An unusual 
explanation of the growth of instal- 
ment buying which is worthy of notice, 
has been made recently by Mr. W. T. 
Foster and Mr. Waddill Catchings.”’ 
They explain it as an accompaniment 
of a condition termed by them over- 
production or underconsumption. It 
is contended that people can produce 


% American Economic Review, Supplement, 
March, 1926, p. 37. 

* The Index, Published by the New York Trust 
Co., March, 1926; Public Ledger (Philadelphia), 
August 7, 1926. 

% See page 19. It is here set forth that the 
finance companies made possible the great growth 
of instalment buying by providing the necessary 
credit facilities for the extension of the system. 

% See the chapter on “Instalment Buying and 
Saving.” 

27“ Business under the Curse of Sisyphus,” 
World’s Work, September, 1926, p. 509 ff.; “In- 
stalment Selling and Future Buying,” Nation’s 
Business, August, 1926, p. 47; The Christian 
Science Monitor, September 15, 1926. 
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more goods than they are able to buy 
and pay for, and selling on instalment 
credit has made it possible to con- 
tinue production even when people 
were without sufficient purchasing 
power to pay cash. It is stated that 
there is no doubt of our ability, as 
producers, to create all this wealth that 
is sold on instalments. There it is 
before our very eyes—at least three 
billion dollars’ worth already produced 
and turned over to consumers, in 
excess of what they have paid for. 
And there is likewise no doubt of our 
inability, as consumers, to pay cash for 
all this wealth. Dealers would not be 
frantically underbidding each other in 
their efforts to sell all this wealth on 
small initial payments, if buyers had 
enough money to make full payments. 
The very fact that the business world 
cannot get rid of what it has already 
produced, even in years which are 
regarded as highly prosperous, without 
persuading the people to mortgage 
their incomes further and further into 
the future, is conclusive proof that the 
flow of money to the people who want 
to buy goods does not keep pace with 
the flow of the goods. The writers 
view the phenomenon of instalment 
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buying as evidence in support of their 
theory that in a period of prosperity 
industry turns out more consumers’ 
goods than consumers can buy with 
their incomes. They look upon in- 
stalment buying as a logical result of 
this condition of overproduction be- 
cause it enables production to be 
continued at least for the time being 
even though the consumers do not 
have the purchasing power to pay for 
the goods which they are buying. 

Liberty Bond Drives.—The opinion 
was expressed recently by the head of 
one of the very large finance com- 
panies that the instalment plan of 
purchasing Liberty Bonds through 
systematic saving “undoubtedly” was 
“largely responsible for the great 
increase of miscellaneous instalment 
buying of all kinds since the war.” 
It is very reasonable to suppose that 
the selling of government bonds on 
instalments to a large number of people 
was a contributing cause to the rapid 
growth of the instalment system since 
the war, but to say it was “largely 
responsible” would seem to be an 
overstatement of its influence, in view 
of the various other very probable 
causal factors. 


Ill. THE CLASSES OR GROUPS OF PEOPLE USING 
INSTALMENT CREDIT 


Poor and Irresponsible People.— 
Previous to the recent expansion of the 
instalment system, buying on the 
instalment plan, except houses and 
insurance, was practiced almost en- 
tirely by poor people. Not only were 


the people poor, but sometimes they 
were the least responsible individuals 
of the community. Under these con- 
ditions, losses to the dealers were great, 
and consequently the prices charged 
for the credit so high that only those 
people bought on these terms who 


could not possibly make any other 
arrangements. Up until about ten 
years ago, there was strong social 
disapproval of the practice—it was 
looked down upon, and there is still a 
certain social stigma attached to buy- 
ing clothing on time. It is only within 
the last five years that instalment buy- 
ing has become a respectable thing to do. 


** Duncan, A. E., Chairman of the Board of 
Directors of the Commercial Credit Company, 
Baltimore, Maryland, Public Ledger, July 21, 
1926. 
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Poor people continue to purchase on 
instalments, and the following state- 
ment by the president of a large 
clothing stores organization referring 
to experiences within his own establish- 
ments would indicate that there are 
still irresponsible buyers among them: 
“We find that such employes who have 
contracted the habit of instalment 
buying can be classed under the head of 
‘floating’ help. Their services at best 
are uncertain, and the extravagance 
manifested in the purchase on time 
payments of personal luxuries is re- 
flected in a general lack of reliability.” 

Poor, Middle Class, Well-to-do, and 
Very Rich People-——At the present 
time, instalment buying is not by any 
means confined to the poorer classes. 
Indeed, all economic groups, except 
very rich people who do not bother 
with the system, are using it on an 
extensive scale. However, it is the 
judgment of those connected with 
the business that the proportion of the 
various groups using it is much larger 
for the lower income groups. From 
conversations which we have had with 
numerous consumers as well as with 
retailers engaged in the instalment 
business, we believe that there is a 
marked tendency for lower salaried and 
even well-to-do people with compara- 
tively large incomes, but who antici- 
pate larger incomes, to buy on deferred 
payments. 

A study was made recently to ascer- 
tain the approximate proportion of 
heads of families using instalment 
credit in a city of 60,000 people.*® 
Five hundred and thirty-two families 
were canvassed, living in forty-one 
residence square blocks and constitut- 
ing a sample of the classes of the entire 
population. Of these families, ninety- 
three, or seventeen and five-tenths per 
cent, made use of instalment credit for 

Wolfe, F.E., and Amende, H. F., “ The Instal- 
ment Plan,” Credit Monthly, September, 1926. 


purchases of varying amounts, exclu- 
sive of insurance and real estate, which 
ranged from twelve dollars to fourteen 
hundred and twenty-five dollars. 

It was found that forty per cent of 
the families canvassed in the poorer 
part of town bought on the instalment 
basis; twenty-five per cent of those 
canvassed in the middle class sections 
of town bought in this manner; and 
five per cent of the well-to-do families 
used the system. 

This special study confirms the gen- 
eral belief that all classes are buying on 
instalments, but that the percentage 
of the various classes using the plan is 
greater for the lower economic groups. 

The extensive use of the system by 
other than the poorer classes is evi- 
denced by the fact that instalment 
selling of furniture is practiced by 
stores dealing with a high class clien- 
tele; also that whereas formerly only 
cheaper jewelry was sold on instalments 
now expensive articles are sold in this 
manner and the number of high-grade 
jewelers selling on deferred payments 
is steadily increasing. Only three or 
four years ago, the higher priced cars 
were sold on time-payments very 
quietly, but now it is reported that 
“as many of the expensive products 
of the General )’ ‘tors Corporation as 
of their cheap cars are sold in this 
way.” *° In addition to expensive 
automobiles, this company sells elec- 
trie refrigerators, the prices of which 
are such as to indicate that they are 
not bought, for the larger part, by poor 
families. 


City and Country, East, West ad 


South.—Everyone knows about the 
wide extent of instalment selling in the 
large cities, but there is a sort of gen- 
eral assumption that the “thrifty and 
honest farmer ’”’ is not being ““enmeshed”’ 
in this “new and inviting system of 

*® Rodd, F., The Economic Journal, June, 1926, 
p. 207. 
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buying more than one can afford to 
pay for.” However, we are told that 
an investigation of several Mid-West 
and Southern states showed that the 
farmer has been the target of an equally 
vigorous selling campaign and that he 
too is buying on these terms. In a 
number of instances county agricultur- 
al agents have seen fit to warn farmers 
against the plan. In addition to trac- 
tors and other equipment, the farmers, 
like other people, are buying automo- 
biles and various smaller articles on 
time. In California, where the pro- 
portion of passenger cars to inhabitants 
is as one is to three and four-tenths 
compared with one is to seven over 
the country as a whole, the deferred 
payment system is not only in wide use 
but the keen competition for further 


business has made it difficult to sell a 
car except on eighteen months credit as 
compared with the usual term of twelve 
months. While instalment buying is 
found in the rural districts of all parts 
of the country, it may be true, as is 
commonly supposed, that there is 
more of it in the large cities, that is, 
when considered in relation to popula- 
tion or income. The Federal Reserve 
Bank of Boston, which is receiving 
regular monthly reports on _instal- 
ment sales from leading New England 
department stores, says that from 
their experience, the larger increases 
in instalment business have been in the 
large cities, and that in the smaller 
towns and smaller stores this means of 
granting credit has not had such ex- 
ceptional growth." 


IV. THE CHARACTER OF THE GOODS BOUGHT ON THE 
INSTALMENT PLAN 


What Are the Articles Purchased on 
the Instalment Plan?—On account of 
the importance usually attached to the 
character of the goods bought on the 
instalment plan by those inquiring into 
the soundness of the instalment sys- 
tem, an effort has been made to find 
out what articles are actually most 
widely purchased on instalment terms. 
After giving the information gathered 
on the subject, an analysis of the goods 
with respect to their character and the 
use to which they are put will be at- 
tempted. Are they producers’ or con- 
sumers’ goods? Durable or quickly 
consumable? Necessities or luxuries? 

Aside from houses, life insurance, 
and stocks and bonds, all of which are 
bought on instalments on an extensive 
scale, the principal items purchased are 
contained in the following list. They 
are arranged in the order of their im- 
portance as determined by the esti- 
mated volumes of credit outstanding at 


a given time on account of the sale of 
the various commodities. 

1. Automobiles 

2. Household Furniture 

3. Pianos 

4. Sewing Machines 

5. Phonographs 

6. Washing Machines 

7. Radio Sets 

8. Jewelry 

9. Clothing 
10. Tractors 
11. Gas Stoves 
12. Electric Refrigerators 
13. Vacuum Cleaners 
14. Farm Equipment 

15. Improvements to Buildings 

The authority for selecting these 
commodities as the principal ones and 
omitting others as relatively unim- 
portant is, first and foremost, the 

" Correspondence, Warren, R. A., Manager 
Industrial Statistics Division, Federal Reserve 
Bank of Boston, June 16, 1926. 
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results of the investigations of the Eco- 
nomic Policy Commission of the Amer- 
ican Bankers’ Association, which have 
not been published but parts of which 
have appeared in print in various 
places; second, a questionnaire sent 
out by the School of Business Admin- 
istration of the University of Oregon 
to 2105 consumers residing in all parts 
of the State of Oregon; third, the re- 
sults of an investigation by the Farm- 
ers’ Loan and Trust Company of New 
York; and fourth, the writer’s own 
correspondence and conversation with 
the officials of stores and dealers of all 
kinds doing a large instalment business 
in many different kinds of goods. 
There is quite general agreement 
among these various sources. Wide 
publicity is given to statements that 
instalment selling has been extended 
to the point where any commodity 
may be purchased on this plan. This 
may be true except for the products of 
the illegal liquor business which it is 
said may not be bought on any other 
terms than cash. At the same time, 
the total volume of sales of articles other 
than those mentioned is exceedingly 
small in comparison with the total vol- 
ume of instalment credit outstanding at 
a given time, being only one-hundredth 
of one per cent according to the results 
of the investigation of the American 
Bankers’ Association referred to above. 
If one wished to extend the above list 
to include some of the articles next in 
importance, he could add books, furs, 
typewriters and motor cycles. Auto- 
mobiles, standing far out and above 
all the other commodities, account for 
more than fifty per cent of the total 
instalment debt outstanding at a given 
time—more than all the rest of the 
commodities put together; household 
furniture comes second with approxi- 
mately nineteen per cent; and pianos 
third with approximately seven per 
cent. 


Distinction between Producers’ and 
Consumers’ Goods.—Wealth, as econo- 
mists commonly use the term, is the 
collective name applied to goods, such 
as food, clothing, furniture, kitchen 
utensils, houses, automobiles, raw ma- 
terials, tools, machinery, buildings, 
roads, etc., things which are material, 
scarce, useful, transferable, and which 
are necessary for the well-being of indi- 
viduals and of society asa whole. The 
well-being of a society depends not 
only on the size of the social fund of 
such goods but also on their character. 
It is for this reason that in the analysis 
of a portion of wealth such as we are 
making, a useful distinction may be 
made by the use of the terms con- 
sumers’ goods and producers’ goods. 

Wealtk in such form that it is ready 
to gratify the wants of individuals im- 
mediately and directly, such as the 
clothes people are wearing, the furni- 
ture they are using in their homes, the 
houses they are living in, etc , is called 
consumers’ wealth or goods. Other 
wealth is in a form in which it may be 
used indirectly to satisfy human want. 
It is used, not for its own sake, but to 
help create other wealth or personal 
services. It includes the instruments 
of production and the goods in process 
of production. Examples are motor 
trucks, passenger cars in productive 
use, machinery of all kinds, factory 
and store buildings. 

Importance of the Distinction between 
Producers’ and Consumers’ Goods.— 
The advantage of a stock of producers’ 
wealth lies in the fact that it maxes 
labor more productive. Without tools 
and machinery or with a compara- 
tively small supply of this form of 
wealth a people would lead a miserable 
hand to mouth existence. A large and 
increasing stock of producers’ goods 
increases the prosperity of a people. 
Producers’ credit has long been ac- 
cepted as a most useful device as it 
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allows persons who own wealth, but 
who, on account of their ordinary oc- 
cupations or from lack of ability, or for 
other reasons, cannot use it in a pro- 
ductive manner, to place it in the hands 
of those more able to employ it effi- 
ciently in production. The granting of 
instalment credit for production pur- 
poses meets with little or no criticism. 

It is the granting of instalment 
credit for the purchase of what are 
generally classed as consumption goods 
that has brought forth severe criticisn:. 
Some people oppose it on what seems 
to be moral grounds. They will tell 
you that there is nothing wrong with 
borrowing to carry on one’s business, 
but buying consumers’ goods before 
one has the money to pay for them is 
not right. It is a practice in most 
cases so inexcusable that it is, at least 
in a sense, morally wrong. There are 
many people including some econo- 
mists who contend that credit for the 
purchase of consumption goods should 
not. be extended for important eco- 
nomic reasons. They condemn it on 
the broad social and economic grounds 
that it is a detriment to the source of 
wealth, that is, it increases consump- 
tion, thereby decreases saving and thus 
tends to use up the social fund of 
wealth or keep it from increasing as it 
otherwise would. As will be seen 
later, we take certain exceptions to the 
assumption that consumers’ instalment 
credit is a detriment to the source of 
wealth. 

This criticism of consumers’ credit 
is an old one, but as we shall point out 
is not entirely applicable to present 
day consumers’ instalment credit. 
Seventy-five years ago, a distinguished 
economist set forth the objection to 
consumers’ credit as follows: 

Credit given by dealers to unproductive 
consumers is never an addition, but always 
a detriment, to the sources of public 
wealth. It makes over in temporary use, 


not the capital of the unproductive classes 
to the productive but that of the productive 
to the unproductive. If A, a dealer, sup- 
plies goods to B, a landowner or annuitant, 
to be paid for at the end of five years, as 
much of the capital of A as is equal to the 
value of these goods remains for five years 
unproductive. During such a period, if 
payment had been made at once, the sum 
might have been several times expended 
and replaced, and goods to the amount 
might have been several times produced, 
consumed and reproduced: consequently 
B’s withholding 100 1. for five years, even 
if he pays at last, has cost to the labouring 
classes of the community during that 
period an absolute loss of probably several 
times that amount. A, individually, is 
compensated, by putting a higher price 
upon his goods, which is ultimately paid by 
B: but there is no compensation made to 
the labouring classes, the chief sufferers by 
every diversion of capital, whether per- 
manently or temporarily, to unproductive 
uses. The country has had 100 1. less of 
capital during those five years, B having 
taken that amount from A’s capital, and 
spent it unproductively, in anticipation of 
his own means, and having only after five 
years set apart a sum from his income and 
converted it into capital for the purpose of 
A.* 


Some Consumers’ Credit Leads to In- 
creased Production—While the above 
statement is true and the reasoning 
sound, the argument rests upon certain 
assumptions which are questionable 
under modern conditions. One should 
beware of any generalization that in- 
stalment consumers’ credit is always, 
or even in most cases, a detriment to 
the source of wealth. The problem of 
consumers’ credit as it exists at the 
present time is different from the one 
presented and worked out in a number 
of important respects. As we have 
seen, a certain part of the total volume 
of instalment credit is extended for the 
purchase of sewing machines, washing 

® Mill, J. S., Principles of Political Economy 
(1915 edition), pp. 513-14. 
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machines and vacuum cleaners. It is 
generally accepted that approximately 
seventy-five per cent of all washing 
machines, sixty-five per cent of all 
vacuum cleaners and by far the larger 
part of all sewing machines are sold on 
this plan. These goods, generally 
classed as consumers’ goods, are labor 
saving devices, and by freeing the 
workers in the home from a certain 
amount of drudgery, release productive 
effort for other purposes. For exam- 
ple, if by working without any labor 
saving devices it takes the woman of 
the home a whole day to do the family 
washing, and if it takes only one-half 
day with the washing machine, the 
possession of which in some cases is 
possible only by an instalment system, 
then the individual has saved a half- 
day’s time which may be used in fur- 
thering production as a scrub woman, 
factory worker, sales person, charity 
worker, political helper, or in the pro- 
duction of some other kind of wealth or 
service. The loan for the purchase of 
a family washing machine is usually 
classed as a consumers’ loan and yet 
the net result of the use of the machine 
may be, and sometimes is, an increased 
total production. When such is the 
case, and the purchase of the machine is 
possible only through a loan, then the 
consumers’ loan should not be con- 
demned as a detriment to the source of 
wealth, but rather should be credited 
with being an aid to increased produc- 
tion. This is not an isolated case but 
is characteristic of a great deal of in- 
stalment buying among poor people. 
Still Other Consumers’ Credit Is Not a 
Detriment to the Source of Wealth.— 
There are still other large quantities of 
consumers’ instalment credit which in 
their effects upon production and con- 
sumption are entirely different from 
the case presented from the writings of 
Mill, which was without doubt typical 
of the consumers” credit of his time. 


At the present time, the users of con- 
sumers’ credit in many cases are also 
lenders for production purposes. At 
the very same time that they are buy- 
ing on the instalment plan and using 
consumers’ credit, they are granting 
producers’ credit to others through 
savings accounts, life insurance re- 
serves, and industrial bond holdings. 
The present situation is often as follows: 
the individual has a savings account, or 
life insurance with a cash value of 
much more than enough to buy a 
radio set. He wishes to buy a radio set 
for seventy-five dollars. He could 
avoid a consumers’ loan by withdraw- 
ing seventy-five dollars of his savings 
from productive use and paying cash. 
In some cases he would actually do so 
if the commodity could not be had on 
any other terms than cash. But 
wherein would this be different, as far 
as its effects upon production and con- 
sumption are concerned, from letting 
his savings remain in productive use 
and buying the radio set on the instal- 
ment plan which would be contracting 
a consumers’ loan? 

The following true illustration will 
bring out the point we are making that 
some consumers’ instalment credit is 
not at all a detriment to the source of 
wealth. A gentleman told us that he 
started from his country home to buy a 
certain make of washing machine for 
one hundred and fifty dollars cash. 
On his way to town he stopped at a 
sale of thoroughbred cattle and there 
saw the opportunity to buy a young 
Jersey calf which particularly pleased 
his fancy for one hundred and twenty 
dollars cash only. Without hesitation 
he decided to buy the calf for cash 
and the washing machine on instal- 
ments with a down payment of thirty 
dollars. If the washer could not 
have been bought on credit, he would 
have bought it for cash. He con- 
tracted a consumers’ loan simply and 
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solely because he wanted to put his 
funds to a more productive use. Was 
this consumers’ loan a detriment to the 
source of wealth? Suppose he iad 
paid cash for the washer and bought 
the calf on credit, would the producers’ 
loan have been a detriment to the 
source of wealth? 

A question involving somewhat the 
same point might be asked thus: 
““What is the difference, as far as the 
increasing of production is concerned, 
between taking funds directly out of 
one’s business to pay cash for a pleasure 
ear and then replacing the money in 
the business by a producers’ loan, and 
not disturbing the business at all by 
buying the car on instalments?” In 
the first case a producers’ loan made 
possible the sale of an automobile; in 
the second case a consumers’ loan made 
it possible. In both cases the amounts 
loaned would be the same, the wealth 
engaged in production would be the 
same, and the wealth being consumed 
would be the same. It is not the con- 
sumers’ loan, as is sometimes assumed, 
that is a detriment to the source of wealth, 
but the consumption of wealth itself. If 
one could say that the consumption of 
the car would not have taken place if 
it had not been for the consumers’ loan, 
and that the purchasing power which 
would have gone for the car would have 
been saved and used productively, then 
the consumers’ loan was a detriment to 
the source of wealth. [ut this as- 
sumption is contrary to fact in many, if 
not in most cases. Some people who 
buy automobiles on the instalment plan 
could and would buy them if there were 
no instalment system. And many of 
those who would not buy them if they 
were sold for cash only, could not do so 
simply because their purchasing power 
had been used for other consumption 
goods such as theatre entertainment, 
food, clothing, and other things bought 
on cash terms. It is saving and the 


employing of the savings productively 
that increases wealth and it is the in- 
creased consumption of wealth that is a 
detriment to the source of wealth. In 
our present credit system, where many 
instalment buyers are engaged in busi- 
ness with their own wealth and others 
are lenders for production purposes and 
borrowers for consumption purposes at 
the same time, credit may not neces- 
sarily have anything to do with de- 
creasing or increasing consumption in 
individual instalment transactions. As 
was explained above, a serious objec- 
tion raised against consumers’ instal- 
ment credit is the one that it is a 
detriment to the source of wealth, that 
is, it directs goods from productive to 
consumptive use, thereby it increases 
consumption and tends to dissipate the 
social fund of savings or to keep it from 
increasing as it otherwise would. In 
analyzing particular instalment trans- 
actions, however, this objection loses 
much of its weight, as we found that in 
individual cases, which are characteris- 
tic of great volumes of instalment buy- 
ing, consumers’ instalment credit does 
not increase consumption at all and in 
others it actually increases production. 

Motor Trucks versus Passenger Cars 
as Credit Risks.—Another feature of 
present-day instalment selling that 
tends to break down the dividing line 
between producers’ and consumers’ 
credit is the one that instalment credit 
for the purchase of motor trucks has 
been found by actual experience to be a 
less desirable credit risk than that for 
passenger cars. In the beginning of 
the recent expansion of the instalment 
system, it was believed by everybody 
that the truck being used for produc- 
tion was a more desirable credit risk 
than the pleasure car. Some of the 
most important finance companies 
now in existence were required by their 
bankers in the earlier stages of the 
business to handle a definite proportion 
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of truck paper along with the passen- 
ger car paper which was more freely 
offered.** Sometimes more liberal 
credit terms were granted in the sale 


. of trucks than in the case of passenger 


cars. The situation in regard to truck 
paper has been reversed. It may be 
that a feeling of pride made the family 
keep up the payments on the car; a 
great deal of explanation to the neigh- 
bors or friends is necessary when an 
individual “sells” his car two or three 
months after he has purchased it. 
But whatever the reason for the situa- 
tion, it is a fact that, instead of truck 
paper being the preferred risk, as was 
at first expected, a number of banks 
have reversed their former position and 
now object to the handling of truck 
paper by their finance companies. 
This resulted in truck paper becoming 
a drug on the market for quite a while 
and it eventually forced the leading 
truck manufacturers to organize and 
operate their own finance companies.” 

Producers’ or Consumers’ Goods?— 
Are the commodities most widely pur- 
chased on instalments production or 
consumption goods? In considering 
the first article on the list, automo- 
biles, one would say that undoubtedly 
motor trucks (eighty per cent of which 
are sold on instalments), motor buses, 
and taxicabs are producers’ goods; al- 
so passenger cars when used for busi- 
ness purposes. This would include 
passenger cars when used by business 
and professional persons in carrying 
them to and from their places of busi- 
ness. There is no way of telling what 
proportion of passenger cars are pro- 
duction goods, as in many cases the 
same car is used in preduction by the 
owner in carrying on his business in 
the daytime and for pleasure in the 


% Hanch, C. C., General Manager, National 
Association of Finance Companies, American 
Bankers’ Association Journal, June, 1926. 

Thid. 


evening and on Sunday. We believe 
the part that passenger automobiles 
play in production is larger than one 
ordinarily thinks, as they are apt to be 
thought of as consumption goods when 
of course this is not necessarily the 
case. Tractors, farm equipment and 
part of the improvements to buildings 
should also be classified as producers’ 
goods. Except the articles just men- 
tioned, all the others enumerated 
above, eleven out of a total of fifteen, 
and including household furniture and 
pianos, the second and third com- 
modities in order of importance, are 
ordinarily classed as consumers’ goods. 
They are bought for use in the home, 
and are in the hands of the ultimate 
consumer. Sewing machines, washing 
machines, and vacuum cleaners have 
thus been included under consumers’ 
goods, and they are usually so classed, 
but it should be pointed out that con- 
sidered with respect to the use to which 
they are put, the dividing line between 
these labor saving devices in the homes 
and the machines in factories is not 
very distinct. We have called them 
consumption goods but they are also 
very much like production goods. 

Durable or Quickly Consumable?—It 
is a commonplace that all wealth wears 
out. Some articles of wealth depreci- 
ate much more quickly than others and 
herein some writers see an important 
consideration in determining the sound- 
ness of the instalment system. They 
say if the life of the good is long, much 
longer than the term of payments, then 
instalment buying is a sound practice, 
but if the good depreciates quickly, and 
is consumed before the term of pay- 
ments is completed, the plan is un- 
sound. 

Durability is a question of degree 
and all persons would not classify arti- 
cles in the same way. Nevertheless, it 
would seem that with the exception of 
clothing and possibly automobiles, all 


x 
ely 
in- 
Sa 
In 
ny 
Sl- 
nd 
at 
S- 
e- 
in 
is 
C- 
a on 
4 
| 
4 


18 Tue ANNALS OF THE AMERICAN ACADEMY 


the articles in our former list would fall 
under the heading of durable goods. 
Clothing is considered as a quickly 
consumable good. Automobiles, the 
most, important commodity, is the 
one most difficult of classification. 
The fact that most cars are used for a 
number of years makes them relatively 
durable goods, but on the other hand 
some cars depreciate quickly. The 
constant replacement necessary to keep 
all automobiles in running condition 
would seem to indicate that possibly 
automobiles, or at least some of them, 
should be placed in the quickly con- 
sumable class. In the case of some 
radio sets, tractors and various farm 
equipment, a certain amount of re- 
placement to make the goods usable is 
also necessary after atime. Exclusive 
of clothing and the doubtful item of 
automobiles, the remaining thirteen 
articles are unquestionably durable 


Necessities or Luzxuries?—One in- 

vestigator, after securing the opinions 
of numerous business men, came to the 
conclusion that, 
Broadly speaking, it seems to us that in- 
stalment buying is justified insofar as the 
purchase of necessities is concerned. . . . 
Insofar as the acquisition of luxuries is 
concerned, however, the consensus of 
opinion would seem to be that that phase of 
instalment selling which encourages the 
purchase of such articles is uneconomic and 
should be discouraged.” 


Necessities and luxuries are two 
terms difficult of definition. A rather 
inclusive definition is one which defines 
necessities as those goods absolutely 
essential to the industrial efficiency of 
the individual. According to this 
definition, all goods consumed in excess 
of those necessary to maintain the in- 
dividual at his maximum industrial 
efficiency would be luxuries. Accord- 


*Instalment Buying, Report of the Farm- 
ers’ Loan and Trust Company of New York. 


ing to these definitions, the answer to 
the question as to whether a good is a 
necessity or luxury would depend en- 
tirely upon the individual or the class of 
individuals under consideration. It 
would be different for the manual 
laborer and the professional man, 
different for the small wage-earning 
group, the lower salaried group and 
the higher salaried group. We will 
not attempt to classify the articles 
as necessities or luxuries for this 
reason. 

This question could be answered 
only by a thorough study of the in- 
comes, expenditures and needs of in- 
dividuals and various social and eco- 
nomic groups. Such a study would 
probably be practical only by using a 
sampling method, say by studying the 
needs of people in a number of city 
blocks which would include different 
economic groups using the instalment 
system. Sections of rural communities 
should also be studied. After such 
studies, one would be able to say with 
some degree of definiteness that wash- 
ing machines, pianos and mechanical 
refrigerators were luxuries or necessities 
to such and such individuals and eco- 
nomic groups. We should find, how- 
ever, that things regarded as necessities 
by one individual or some group are 
regarded as luxuries by another and 
vice versa. In other words, there are 
no objective tests of necessities, com- 
forts and luxuries. 

In attempting to classify the goods 
as necessities or luxuries, the point of 
greatest controversy is the automobile. 
There are those who believe that auto- 
mobiles for the great mass of people 
who own them are pure luxuries, while 
otheis believe that the automobile by 
improving the health of the great mass 
of people makes them much more 
efficient workers and is therefore a 
necessity. Everyone would admit that 
the motor car is a necessity for the 
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physician, and would likewise contend 
that it is a luxury for the individual 
who is using one in place of cheaper 
motor-bus transportation when he does 
not have sufficient food, clothing and 
shelter. But whether automobiles are 
necessities or luxuries for the great 
number of people who own them one 


cannot say. It would depend a great 
deal upon the definition of the terms, 
and could be answered properly only by 
a thorough study, such as was men- 
tioned above, into the incomes, ex- 
penditures and needs of particular in- 
dividuals and economic groups using 
the automobiles. 


V. THE FINANCE COMPANY—AN EFFECT OF THE 
INSTALMENT SYSTEM 


The Rise of Finance Companies.— 
One of the effects of instalment buying 
has been the bringing into the present 
system of production a new middleman 
in the form of the finance company. 
An almost entirely new field of business 
has been created which has grown to 
colossal size within a few years’ time. 
The term middleman is applied, be- 
cause, as will be developed in this 
chapter, the finance companies stand 
between the manufacturer and the 
dealer and between the dealer and the 
consumer and assist in an orderly pro- 
ductive process. They may also be 
thought of as middleman on account of 
the fact that they stand between banks 
and borrowers. It will be brought out 
in this chapter and also in the succeed- 
ing one that finance companies borrow 
from banks and lend the borrowed 
funds to dealers and individual pur- 
chasers of goods bought on the instal- 
ment plan. The banks themselves 
are middlemen standing between the 
investors, a group of people having 
funds to lend, and another group of 
people, the borrowers, who have use 
for the funds. The finance company is 
simply an additional middleman stand- 
ing between the original investor and 
the ultimate borrower and performing 
certain special services. 

The connection between the growth 
of the organizations which are variously 


known as finance, credit, discount or 


acceptance companies and the growth 
of instalment buying is one of cause 
effect _interrelationship. The 
selling of automobiles on the partial 
payment plan created a demand, as we 
shall see presently, for some special 
agency to finance the sales and the 
finance companies which were organized 
to supply this need made possible the 
great growth of instalment buying by 
providing the necessary credit facilities 
for the extension of the system. Each 
new increase in instalment buying 
reacted to cause a still greater de- 
mand for the services of the finance 
companies with a consequent increase 
in the size and number of such com- 
panies. 

A few finance companies had been 
operating in the discounting of accounts 
receivable since about 1900, but it 
was not until about 1915 or a little 
earlier that they made their appear- 
ance in the automobile business. 
There is some question as to just how 
rapidly these companies have grown 
and even as to how many there are at 
the present time. The estimates of 
the number at the present time range 
from 800 to 1700 with “more than a 
thousand” being a common estimate. 
It was recently disclosed that there 
were no less than 111 such companies 
operating in one of the western 


% Federal Reserve Bulletin, January 1923, 
p. 37. 
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cities.*7 Thesecompanies havecomeinto 
existence quickly and some of them are 
consolidating or going out of business 
altogether while others are being or- 
ganized. The fine profits made by the 
earlier companies caused other com- 
panies to be organized quickly. Their 
operation on the whole has been very 
profitable. The failures which have 
_been comparatively few have been due 
principally to mismanagement or to 
legal defects in the sales agreements.** 
Some of these companies are large or- 
ganizations doing business on a nation- 
al scale while others are very small and 
confine their activities to a single city. 
One concern starting in 1912 with $300,- 
000 capital, now has $67,006,000 in 
assets. It is still growing by buying up 
smaller companies and turning them 
into branches.*® Some of these com- 
panies specialize in financing automo- 
biles in general or a particular make of 
automobiles. Others specialize in 
financing furniture or machinery. And 
still others deal in paper arising from 
the sale of any or all kinds of goods. 
Some of the finance corporations are 
subsidiaries of the manufacturers for 
the marketing of whose products they 
provide credit facilities. Others are 
subsidiaries of commercial banks. 
Some manufacturers, when they are in 
a position to do so, are said to dictate 
the companies with which the dealers 
of their products must do business.*° 

The function of the Finance Company: 
Wholesale Financing.—Finance com- 
panies in function are in certain respects 
like commercial banks, although very 

*7 Rodd, F., “The Deferred Payments System 
in the United States,” The Economic Journal, 
June 1926, p. 206. 

* Norris, G. W., Address before the Four- 
teenth Annual Meeting of the Chamber of Com- 
merce of the United States, Washington, D. C., 
May 12, 1926. 

* Pound, A., “The Land of Dignified Credit,” 
The Atlantic Monthly, February 1926, p. 255. 

* See Resolutions, Nationa] Automobile Deal- 
ers’ Association, Chicago, Ill., February 3, 1926. 
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few of them are incorporated under 
the banking laws and subject to regular 
examination by the state banking 
departments.“ It is one of their 
functions to supply funds to dealers 
with which the dealers can buy and 
carry a stock of goods. This activity 
is sometimes referred to as wholesale 
financing. They also extend credit on 
a large scale to individual purchasers 
of goods bought on the instalment plan. 
This is sometimes called retail financ- 
ing. The one service helps the dealer 
to buy goods, the other helps him to sell 
them on the instalment plan. 

When automobiles began to be sold 
on the deferred payment basis, the or- 
dinary commercial banks were not pre- 
pared and were not willing to perform 
these functions, at least on the scale 
that was necessary if instalment selling 
was to take place in large volumes. 
Many dealers were doing business on 
very small capital of their own and they 
needed financial help to lay in and carry 
during the winter months the costly 
stock necessary in this business. They 
sometimes wanted funds for longer 
periods than commercial banks were 
accustomed to lend, due to the seasonal 
demand for their product. They also 
wanted to pay back in instalments. 
The manufacturers were not in a posi- 
tion to give financial aid to their dealers. 
It is difficult and at times impossible 
for a manufacturer of automobiles to 
carry his entire output through the 
winter months either in his factory or 
on the sales floor of his dealers. Several 
years ago it was reported that even the 
Ford Motor Company found it neces- 
sary, due to financial pressure, to 
“dump” its entire finished stock on its 
dealers.“ Since the banks were not 

“1 Correspondence, Cameron, P. G., Secretary 
of Banking, Commonwealth of Pennsylvania, 
August 2, 1926, 

“ Hodges, H. G., “ Financing the Automobile,”’ 
The Annals of the American Academy of Political 
and Social Science, November 1924, p. 52. 
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willing to render financial services and 
the manufacturers were unable to do 
so, some agency in the financial struc- 
ture was demanded which would lend 
to dealers and to their numerous in- 
stalment customers on a large scale, 
assume the attending risks, make the 
necessary credit risk investigations and 
perform the details of supervision and 
collection. 

Retail Financing.—The practices of 
finance companies in extending credit 
to individual purchasers of goods 
bought on the instalment plan are so 
varied that it is impossible to gener- 
alize as to their methods, except in the 
automobile business where there is uni- 
formity. When an individual buys an 
automobile on the instalment plan he is 
usually required to pay in cash at least 
one-third of the purchase price, and to 
give a series of promissory notes of 
equal amounts covering the balance 
which are due at monthly intervals. 
Sometimes one note is given instead 
which provides for a schedule of equal 
monthly payments. Payments are 
made over periods of time ranging from 
three to twelve months or more. The 
conservative finance companies would 
like to restrict the instalment credit on 
automobiles to a period of not more 
than twelve months. The dealer if he 
is able to do so sells these notes out- 
right to a finance company and thus in 
effect receives cash for the goods sold 
on the instalment plan. When the 
dealer is able to sell the notes in this 
manner, his legal responsibility ends, 
and the business from then on is be- 
tween the instalment buyer and the 
finance company. In most cases, how- 
ever, the dealer is required to endorse 
his customers’ paper and assume the 
responsibility for its payment. The 
dealers are against the practice of 
dealer endorsement and the finance 
companies are strongly in favor of it. 
The National Automobile Dealers’ 


Association has protested vigorously 
to the National Association of Finance 
Companies against dealer endorsement, 
but the practice continues.“ 

Some of the finance companies dis- 
count the instalment notes inthe regular 
way with banks located in the territory 
where the notes originate. Others 
place their receivables in trust with 
some trust company and issue short- 
term debentures against the trusteed 
notes which are sold to banks. Some 
times collateral trust bonds running for 
a period of about ten years are sold. 
In any case, the finance company se- 
cures additional funds with which to 
finance more instalment sales. 

Collections of instalment notes when 
they are due are made sometimes by 
the finance company and sometimes by 
the dealer, depending altogether upon 
the arrangement previously agreed 
upon by them. Sometimes collections 
are made by the banks. If the instal- 
ment notes are discounted at the bank 
in the regular way, the original maker 
of the note is usually notified by the 
discounting bank to make payments to 
it direct. The bank in this case is only 
a collecting agency, however, and itr 
case any instalment is not paid on the 
day it is due, such instalment is de- 
ducted by the bank from the finance 
company’s balance. The finance com- 
pany then makes its own collections 
from the delinquent debtor. 

The Present Position of the Finance 
Company in Our Banking System.— 
The present position of the finance 
company in our banking system is well 
stated by the Division of Analysis and 
Research of the Federal Reserve Board 


when it says: 


There are in the United States a vast 
number of companies and individuals whose 


“ Gambill, C. E., President National Auto- 
mobile Dealers’ Association, in pamphlet dis- 
tributed by the National Automobile Dealers’ 
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resources, or apparent-credit risk, do not 
measure up to the standard required by 
banks. It is largely these that the finance 
company is called upon to finance. It does 
not necessarily follow that such subjects 
are not good credit risks, but merely that in- 
sofar as the bank is able to investigate, they 
do not fulfill the usual requirements. In 
addition, payments of the loans made to 
this class may be spread over a longer period 
than that for which a commercial bank will 
advance funds. The payments, too, are 
probably in small lots, such as instalments, 
which must be carefully watched and rigidly 
collected when due. Collateral offered as 
security is in small lots, such as a group of 
small accounts receivable. As a result, com- 
mercial banks find this class of business un- 
profitable at the usual rates of interest. If 
they charged more, it would lead to legal 
difficulties in some cases, and nearly always 
to dissension among those borrowers who 
have to pay the higher rate. Finance 
companies, however, by dealing only with 
this class of customers can charge more 
without causing dissatisfaction among cus- 
tomers. This increased income enables it 
to carry the investigation further and to 
protect itself in making a loan, and also to 
watch developments after the loan is made. 
In short, finance companies are an intensified 


{ pat of our commercial banking system.“ 


Finance companies are sometimes 
called “highly specialized commercial 
banks” because of their likeness to 
commercial banks in their discounting 
function, and there is, in fact, great 
similarity between the two institutions 
in this respect. However, there is 
considerable objection to using this 
expression in describing finance com- 
panies. Commercial banking rests pri- 
marily on the deposit principle which 
is not the case with finance companies 
and on account of this difference, which 
seems fundamental, some students ob- 
ject to the use of this expression in con- 
nection with finance companies.“ 


“ The italics are ours. Quoted from Federal 
Reserve Bulletin, January 1923, p. 5. 

Dr. W. C. Schluter, University of 
vania, an authority on the subject of the finance 


An Economic Effect of the Finance 
Company—Equalized Production in the 
Automobile Industry.—The develop- 
ment of the finance company has had 
the very desirable economic effect of 
making possible steady production in an 
industry the demand for the product 
of which is seasonal in character. The 
volume of sales of automobiles in the 
beginning of the industry was subject to 
extreme seasonal fluctuations.“ Due 
to the increased use of closed cars, the 
seasonal fluctuations are not so great 
as they were formerly, but they still 
exist. If the automobile plant was to 
be run at its maximum efficiency, it 
was necessary for production to be 
equal and continuous the year round. 
Expensive machinery lying idle part 
of the time increases unit costs. The 
importance of steady production in a 
business with large overhead costs can- 
not be overstated. Steady production 
means lower costs to the manufacturer 
and in the automobile business has 
meant lower prices to the consumer. 

The industry in its beginning was 
confronted with the difficult problem 
how to secure steady production to 
meet a seasonal demand. The manu- 
facturer needed his own capital as well 
as what he could borrow for manufac- 
turing purposes. Besides, he could 
not carry his entire output over the 
winter months for other than financial 
reasons. He did not have the storage 
space and even if he could have pro- 


company, who has read the manuscript of this 
chapter, is one of those who takes issue with the 
statement that finance companies are specialized 
commercial banks. His contention is that com- 
mercial banking is an entirely different business 
inasmuch as it is based on the deposit principle, 
which, as mentioned above, is not the case with 
the finance company. 

“See chart by Prescott, P. B., showing 
changes in seasonal variations in production of 
passenger cars, 1910-23, in Problem of Business 
Forecasting, Persons, W. N., Foster, W. I., and 
Hettinger, A. J., p. 105. 
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vided such space the problem would 
not have been solved. Cars must be 
distributed geographically when the 
spring demand arises for transporta- 
tion reasons. As we have told above, 
the dealer could not take the cars off 
the manufacturer’s hands, because he 
did not have funds of his own and could 
not secure them from the regular banks 
for this purpose. It was the develop- 
ment of the finance company that 
solved the problem. The finance 
company extended credit to the dealer, 
permitting him to lay in his stock as 
it was finished at the factory. The 
manufacturer was paid in cash. Pro- 
duction was continuous. Transporta- 
tion was more easily effected as it was 
spread over a longer time and the spring 
rush was lessened. The dealer was 
able to show his stock on his sales floor 
and have it ready for immediate de- 
livery to meet the seasonal demand. 
It was in such manner as we have just 
outlined that the finance company has 
helped to bring about a more efficient 
and orderly procedure in the manu- 
facture, transportation and sale of 
automobiles. 

The Credit Significance of Finance 
Companies.—Heretofore, business men 
—wholesalers, manufacturers, etc.— 
have been the main users of credit. 
Within the brief period of five or six 
years, the hundreds of finance companies 
have discovered and made use of new 
credit capacity which has never been 
utilized before. Hundreds of thousands 
of people, some of whom had scarcely 
known what credit is, have been 
brought into the network of the credit 
system, and are now users of several 
thousand million dollars of credit 
annually. This credit is evidenced by 
legal instruments such as ordinary 
promissory notes, collateral trust notes 
and collateral trust bonds which are 
put on the money market and sold and 
which are evidences of the increased 


demand for credit. In the next boom 
period of the business cycle, assuming 
that business will continue to fluctuate 
in the future as it has in the past, in- 
stead of an old and somewhat experi- 
enced group of business men who will 
he borrowing more as the boom devel- 
ops, there will be in addition a whole 
new group of people, some would say 
an untried, untested group, who will 
have borrowed extensively and who 
will also perhaps be borrowing more. 
What effect will this have upon the so- 
called credit strain which accompanies 
the intense business boom? 

One wonders if all or even most of 
these people realize to the fullest extent 
the possible woes of the debtor in a 
period of business depression when his 
income is reduced or stops altogether. 
The individual instalment debtsare evi- 


denced by notes and legal agreements. 


many of which contain flexible clauses 
giving large powers to creditors. Here- 
tofore, when the periods of liquidation 
and depression came, some business 
men, at the most a comparatively few 
individuals in the community, have 
gone into bankruptcy. At the present 
time, the credit system touches in- 
numerable homes, and one wonders if 
there will be innumerable bankrupt 
households enmeshed in the credit 
system when the next period of un- 
employment comes. Will the auto- 
mobile, washing machine and radio be 
taken away with the neighbors as 
spectators? Perhaps. the family will 
be allowed to keep the goods, and if so, 
will it become helpless and subservient 
before creditors who may prove to be 
relentless ones? 

These questions call up dark pictures, 
maybe entirely too dark. In a period 
of depression all instalment buyers will 
not be out of work, and those who are 
employed may simply stop buying 
everything but bare necessities and 
continue the regular payments in spite 
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of the reduced income. They would be 
helped somewhat by the fact that a 
period of time usually elapses between 
the crisis and the time when wages 
begin to fall, thus giving them time to 
adjust their expenditures to their in- 
comes. Then, too, many instalment 
buyers are salaried persons whose 
incomes are fixed for a period of time in 
advance, thus assuring the individual 
a regular income until his instalment 
debts have been paid. The term over 
which instalment payments extend is 
usually not a long one, the average 
being seven or eight months or perhaps 
less. It is believed by some people 
that there will be an orderly renewing 
of credit until the periods of recovery 
and prosperity come again, when the 
instalment debtor can and will continue 
his payments even though in some 
cases the goods have been consumed. 
It should be pointed out that if the 
individual borrowers cannot pay, the 
finance companies must receive a 
renewal of credit from the banks. If 
the banks will not renew loans, and in 
periods of crisis they frequently will 
not, what will happen? Will the 
finance companies have built up re- 
serves when the critical time comes 
for just such emergency or will they 
too, like numerous individual instal- 
ment buyers, find themselves in bank- 


ruptey? 


No one can definitely answer the 
various questions we have raised. In 
a discussion later on in our study, we 
are attempting to consider some of the 
probable cause and effect relationships 
of instalemtnt buying on the credit 
system in the various phases of the 
business cycle, but the thought we are 
bringing out here is simply that the 
finance company has been responsible 
for bringing into the network of the 
credit system an army of new credit 
users and creating a situation which 
seems filled with possible disastrous 
consequences to the credit system and 
to the individual: who may find them- 
selves enmeshed in it. While this is 
undoubtedly true, wc do not mean to 
imply that finance companies and 
consumers’ credit should be condemned 
on this account and done away with if 
possible. Banks and producers’ credit 
are accepted generally as most useful 
and necessary parts of our industrial 
organization and yet on occasion they 
have caused considerable disturbance 
in our economic life. Credit, that is 
producers’ credit, has been looked upon 
as being a contributing cause of the 
extreme fluctuations in business, which 
constitute what is known as the busi- 
ness cycle, and yet no one suggests that 
we eliminate producers’ credit alto- 
gether, simply because of the possible 
dangers lurking in its use. 


VI. THE COST OF CREDIT TO THE INSTALMENT BUYER 


The Costs to the Finance Companies 
and the Retailers Involved in the Granting 
of Instalment Credit.—Finance com- 
panies and retailers are able to extend 
credit to the individual instalment 
buyers because they in turn are able to 
borrow from the regular banks. The 
finance companies operate largely on 
borrowed funds, having a borrowing 
ratio of from three to five times their 


capital. Some retailers who have well- 
organized credit departments carry on 
their instalment business without the 
service of the finance companies and 
borrow directly from the banks to 
finance their instalment sales. One of 
the costs, therefore, to the finance com- 
pany or the retailer, as the case may be, 
is the interest that must be paid to the 
bank. This rate varies according to 
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the financial position of the borrower 
and other factors. The rate on the 
best types of finance company paper is 
usually about the same as the best rate 
on other paper ineligible for rediscount 
at the Federal Reserve Banks, which 
is about the same or slightly higher 
than the rate on brokers’ time loans. 
This means at the present time 
four and three-fourths to five per 
cent. The variation in rate between 
different companies depends entirely 
upon the judgments of the loaning 
banks. This variation is probably 
less than the variation in the rates 
on customers’ loans, and is possibly 
within three-fourths to one per cent.‘ 
Retailers pay the same rate for funds 
when financing their instalment sales 
as for other purposes, since banks as a 
rule do not know for what specific pur- 
pose the merchant is using the funds he 
borrows. The rate paid by the retailer 
to the bank varies from five and one- 
half to seven and one-half per cent, 
depending upon the financial position 
of the borrower and the section of the 
country. 

A second cost is that of a sum suffi- 
cient to cover losses in the case of 
individual buyers who default in pay- 
ment The losses to the finance 
companies in handling automobile 
paper have been very small Very 
little is known about losses to the 
dealers. The General Motors Accept- 
ance Corporation has made public its 
percentages of loss over a period of six 
years, including the crises and depres- 
sion period, 1920-21, and the losses are 
almost negligible. We do not know 
whether the costs of repossession and 
resale have been taken into considera- 
tion in computing these figures, but if 
they have not been considered the 

“’ Correspondence, Snyder, Carl, General 


Statistician of the Federal Reserve Bank of 
New York, August 6, 1926. 
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loss ratio would, of course, be higher 
than stated. 


Torat or Instatment Reta. Bust- 
Ness HaNDLED BY THE GENERAL Morors 
AccEPTANCE CORPORATION AND THE Loss 
Ratios, 1919 ro NovemBer 30, 1925 48 


Total Volume of 
Year | Instalment Busi- Loss Ratio 
ness Handled 

1919..... $9,989,018 502 of 1% 
1920..... 46,693,170 918 of 1% 
39,725,007 .688 of 1% 
73,608,353 -112 of 1% 
1083..... 102,049,475 061 of 1% 
1924..... 102,564,804 097 of 1% 
1925 to 
Nov. 30 134,620,627 012 of 1% 


In commenting on the above table, 
Mr. Alfred P. Sloan, Jr., President of 
the General Motors Corporation, says 
that a large part of the losses in the 
earlier years were due to the fact that 
they were pioneering in a field where it 
was necessary to find and train men to 
fill the positions of branch managers, 
and that fifty per cent of the losses in 
1920 and 1921 occurred in three 
branches where organization was not 
matured. Losses similar to those 
which took place in those offices, he 
says, could not occur again. 

An extensive survey of the losses 
sustained by finance companies during 
1924 showed a loss ratio of less than 
one-fifth of one per cent on aggregate 
new and used car paper amounting to 
$195,500,000.° It should be observed 
that this rate of loss does not show the 
loss sustained by the dealer. Some of 
the paper was “recourse” paper, that 
is, it carried the endorsement of the 
dealer and in this case the dealer stood 
the losses, and the finance company 
lost nothing except in the event of the 


48 Nation’s Business, April, 1926, p. 18. 

4*The survey was made by Hanch, C. C., 
General Manager, National Association of 
Finance Companies. 
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~dealer’s default. Other of the paper 
was “non-recourse”’ paper, that is, it 
did not carry the guarantee of the 
dealer. In 1925, a second extensive 
survey °° was made which also showed 
a small rate of loss by the finance com- 
panies on automobile instalment notes. 
As stated in the case of the other 
statistics given, we do not know how 
much, if any, of the cost of repossession 
and resale is included in these loss ratios. 
In many cases the finance companies 
or the retailers insure their instalment 
credits with the regular insurance com- 
panies engaged in that type of work. 
The total business of insuring credits 
rose from %200,000,000 in 1915 to a 
figure well in excess of $2,500,000,000 
in 1925 and a large part of this was due 
to the expansion of the instalment 
system.*' It is estimated that about 
ten per cent of the notes held by finance 
corporations are insured as to payment 
when due.” The rates charged for 
this type of credit insurance vary from 
ten to thirty-five dollars per thousand, 
depending upon locality, special condi- 
tions and character of goods. The 
rate is highest where the notes bear 
only one endorsement and the goods 
are fragile or not of standard quality. 
It is lowest where the goods are high 
class and the notes bear the endorse- 
ment of purchaser, dealer, manufac- 
turer and finance corporation. The 
finance company frequently endorses 
the note and insures it as to payment 
when due so that it will receive a 
higher rating as security for borrowing 
at the bank. The average insurance 
rate for automobiles, furniture, ma- 
chinery, électrical appliances and the 
like is fifteen dollars a thousand, a rate 
© This survey was also made by Mr. Hanch. 
* Rathbone, J., Vice-Chairman of the National 
Surety Company, New York, Savings Bank 
Journal, May 1926, p. 29. 
® Smith, E. H., “How Instalment Buyer is 
Taxed,” The New York Times, Feb. 14th, 1926, 
VIII, p. 16. 


of less than two-fifths of one per cent. 
If the notes which are insured are 
representative instalment notes, the 
insurance rates indicate a very low rate 
of loss. One might say that losses to 
the finance companies are an almost 
negligible factor in determining the 
costs of instalment credit, particularly 
when compared with the total costs 
which, as we shall see presently, are 
extremely high. 

A third cost is that of making 
the preliminary credit investigations 
which are necessary if the credit is 
extended wisely. There are certain so- 
called cardinal principles to be observed 
in the granting of credit which are con- 
cerned with the ability and willingness 
of the debtor to meet his obligations 
when due, and the observance of these 
principles by careful investigation of 
the prospective borrower are just as 
necessary in the granting of instalment 
credit as of any other kind of credit. 
A fourth expense is incurred in the 
providing of the necessary facilities for 
making collections on many small notes 
from numerous customers. There are 
other costs, particularly those in the 
nature of overhead expenses, such as 
the maintenance of places of business 
and the salaries of officers and general 
managers. 

The Prices Charged by the Finance 
Companies.—The prices charged by 
some of the finance companies are 
extraordinarily high when thought of 
as a rate of interest on money loaned. 
These high rates mean that the costs of 
production which we have outlined 
above are exceedingly high or the 
profits of the companies, that is, the 
difference between their costs and their 
selling prices, are great. In view of the 
fact that the finance business is keenly 
competitive at the present time, the 
explanation of the high charges would 
seem to lie in high production costs. 
There is a great deal of difference in the 
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degrees of efficiency with which in- 
dividual concerns in general are man- 
aged and this is particularly true in 
this new field of business where new 
companies are being organizetl and 
others going out of business almost 
every day in the year. Some of the 
finance companies are of what has been 
described as a “go-getter” salesman 
type and others are more like a con- 
servative banking type. It is possible 
that this new field of the finance busi- 
ness in the main is not as yet efficiently 
managed. There are undoubtedly big 
differences in the costs of the various 


A Proposition sy a Finance 
Company TO A DEALER 


“Our CHARGES” 


Our charges for services, including in- 
terest, all forms, and so on, vary according 
to the length of the time over which your 
customers’ instalments run. For example, 
if they desire to pay the balance due in 12 
equal monthly instalments, our service 
charge is 8 per cent of the face of the note, 
instalment contract, lease, mortgage, and 
so on. 

The balance owing must in all cases be 
paid in equal monthly instalments. Our 
schedule of charges is as shown below: 


finance companies which mean that Ow 
some individual concerns are making OS 92 00000068 43% of the balance owing 
great profits while others can scarcely 6 months. . 5% of the balance owing 
keep in business. One of the proposi- 7 months ... .5}% of the balance owing 
tions made by a finance company to a 8 ore Secossececcs 6% of the balance owing 
retailer is here given in full. Com- ,° months..-.-.-.--- 647 of the balance owing 
10 months 7% of the balance o 
ment on the plan will be made after it 4) months........... 74% of the balance owing 
has been presented. 12 months........... 8% of the balance owing 
“As AN EXaMPLe:” 
Cash selling price. . $68.00 
Add 10% for 10 months’ ‘time... 6.80 
Dealer Receives 
You send contract to us and receive 51.84 
Less our charge of 7% 4.54 
You have therefore received for your machine... .......... 
Additional profit to you on time payment plan... $2.26 


. 
J 
+ 
- 
cy 2% 
* 


28 Tue ANNALS OF THE AMERICAN ACADEMY 


We do not finance paper running longer 
than 12 months. We require that at least 
10 per cent be paid in cash, as a down 
payment, at the time of purchase, but our 
charge is only on the balance owing. 


“You Couuections as Usva.”’ 


We have found that most dealers desire 
to collect the deferred payments them- 
selves inasmuch as it results in many of 
their customers coming to their store to 
make their payments. While there the 
dealer has a good opportunity to sell them 
something else. 

Under our plan, we immediately pay you 
80 per cent of the unpaid face value, less 
our charge. You collect the monthly 
instalments and remit to us on the fifteenth 
of each month the total amount maturing 
in that month, whether or not you have 
collected all payments. When you have 
sent us monthly payments sufficient to 
cover the amount due us, including our 
charge, we return the contracts to you 
and all future collections belong to you. 

The only cost to you is a small fee for 
your collection privilege, the expense of 
which can be much more than offset 
through your increased profit on time 
sales. 


It will be noticed that the charge of the 
finance company is given as seven per 
cent, but when the actual time the money 
is loaned is considered, the rate is 
twenty-eight per cent per annum which is 
the usual way of stating interest charges. 
It will also be noticed that the retailer 
makes the collections and remits the 
monthly instalments on the fifteenth of 
each month, whether or not he has 
collected the payments. The wording of 
the clause, “whether or not you have 
collected all the payments,” throws the 
risk entirely on the retailer. This 
finance company is receiving a return of 
twenty-eight per cent without bearing the 
usual risks of time selling and without 
bearing the costs of collection. The rate 
paid by the consumer in the above 
transaction based on the amount of 
money actually borrowed and the 


actual time for which it is borrowed is 
thirty-four per cent. 

The above proposition of this finance 
company to the dealer is published in 
full in’ one of the current periodicals, 
with this comment: 


Increased competition among the finance 
companies and the current low interest 
rates have resulted in a “ buyers’ market” in 
instalment -sales financing—in other words, 
the dealers are being offered many different 
types of “propositions” from among which 
they can “pick and choose.” 


If the finance company is asking what 
seems to be the usurious rate of twenty- 
eight per cent without bearing the 
usual risks and collection costs, and the 
market is characterized as a buyers’ 
market, one wonders what the rate 
would be in a sellers’ market. 

An analysis of the charges of one of 
the very large finance companies was 
made recently, the results of which are 
given below. This company has re- 
sources of sixty-six million dollars and 
does a large business extending credit 
on a blanket plan to dealers selling 
washing machines, vacuum cleaners, 
ironing machines, phonographs, type- 
writers, house-wiring and similar kinds 
of commodities which can be sold 
safely on the instalment plan. 

After pointing out the fact that the 
rates to the retailer do not include 
the costs of risk, the investigator 
comments: 


It would be erroneous to assume that 
the finance company never takes the risk 
nor makes the collections. However, for 
this service they have a separate schedule 
that averages, for the 10 months’ contract, 
24 per cent instead of 18.4 per cent as in 
the above instance; for 6 months’ paper, 
35.4 per cent instead of 20.16 per cent, and 
others in proportion. And this, mind you, 
is not the rate card of a small concern but 


® The analysis was made by the Marketing 
Division, Frank Seaman Incorporated, New 
York City. 
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Rates CHarGep To Deauers By A Larce Frvance Company 


(These rates do not include risk-bearing, that is, under these rates, the dealer, not the finance 
company, bears the loss in case of default by the individual instalment buyer. However, the finance 
company stands the loss in case of default of both purchaser and dealer.) 


Rate Finance What the Finance Total Cost of 
Balance Payable in Company Says Company Actually Credit to the 
It Charges Charges Consumer 
4% 22.32% 48.00% 
6 months....... 5% 20.16 34.27 
54% 19.52 30.00 
i. tials As 74% 18.18 20.00 


of an organizaticn with resources of sixty- 
six million dollars, doing a considerable 
part of the total instalment business.” 


The real charges of the finance com- 
panies in some cases are not stated 
frankly and this has led a prominent 
banker, who is somewhat critical of the 
instalment system as it is conducted at 
present, to say: 

I feel that it should be fundamental in 
any instalment selling plan that the buyer 
be told frankly and honestly just what he 
is paying for the instalment privilege. A 
certain plan I have in mind was widely 
advertised as offering financing for a nine 
per cent charge. When the charges are 
actually worked out it is found that the 
consumer really pays 25.11 per cent per 
annum on the money he uses. 


Sales persons have told us fre- 
quently that the difference between the 
cash and credit prices was a regular 
bank rate of interest, when the rate 
actually charged was twenty-five per 
cent. 

The charges of finance companies are 

4 Instalment Selling, Pamphlet, The Market- 
ing Division, Frank Seaman Incorporated, p. 11. 

% Cheney, O. H., Vice President, American 
Exchange, Pacific National Bank, New York, 
in an address at the 14th Annual Meeting of the 
Chamber of Commerce of the United State . 
May 11, 1926. 


not always so high as those just men- 
tioned. Upon making inquiry as a 
prospective customer concerning the 
cash and credit prices of a certain make 
of electric refrigerators, we were quoted 
prices which indicate a rate of eleven 
and eight-tenths per cent as the total 
cost to the consumer. The sale of 
these refrigerators was being financed 
by an acceptance corporation operating 
on a national scale, which was organized 
as a subsidiary of a manufacturing 
corporation to finance the sale of its 
products. Itissaidthat the financecom- 
panies which are owned by manufac- 
turers or which have close affiliations 
with them are able to work on a lower 
rate than the “outside” companies. 
The Price of Credit to the Instalment 
Buyer.—The price of instalment credit 
to the consumer, as evidenced by the 
difference between the cash and credit 
prices of goods, varies greatly, ranging 
from nothing to as much as eighty per 
cent,” depending upon the individual 
transaction. Extensive inquiry as a 


% The Case is cited of an established publishing 
house featuring technical and business books 
which has a cash discount that makes their 
terms 84.5 per cent. IJnstalment Selling, Pam- 
phlet, The. Marketing Division, Frank Seaman 
Incorporated, p. 12. 
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prospective buyer from retailers of all 
kinds into the cash and credit prices of 
various commodities, and also examina- 
tion of the rate schedules of a number 
of finance companies, indicate to us 
that the usual price of instalment credit 
ranges from eleven to forty per cent. 
Another way of saying the same thing 
is that, as a rule, it costs the buyer as 
much more to buy on the instalment plan, 
as it would if he borrowed the money at an 
interest rate of from eleven to forty per 
cent and paid cash. 

The following are a few cases, typical 
of the many into which we have in- 
quired. A sewing machine of a well- 
known make is sold for $83.10 cash and 
$96.00 on time. The terms are $10.00 
down and the balance in monthly 
instalments of $5.00. This figures up 
at a rate of approximately twenty-one 
per cent per annum on the money 
actually loaned. Another machine of 
the same company is sold for $117.30 
cash and $138.00 on time. The terms 
are $25.00 down, and the balance in 
monthly payments of $10.00. This 
works out at a rate of approximately 
thirty-six per cent. The financing 
charges of two competing vacuum 
cleaners are eleven and five-tenths and 
twenty-one and eight-tenths per cent 
respectively. The rate for a particular 
gas range is twenty-five per cent. The 
financing charges of a_ well-known 
washing machine vary from twelve to 
forty per cent per annum, depending 
upon the length of time over which the 
payments continue. A flat sum of ten 
dollars is charged for the financing 
regardless of the length of time, not to 
exceed twelve months, over which the 
instalments run. In this particular 
case, the so-called cash customer is 
given sixty days in which to pay. 
This would make the difference be- 
tween a spot cash price and the time 
prices quoted above much greater than 
twelve to forty per cent. These rates 


are not the actual interest rates 
charged; they are the difference in 
rates between money loaned for two 
months and that loaned for periods of 
from three to twelve months. The 
rate of a competing washing machine 
which has one set of terms only is 
approximately eighteen per cent. 

In all of the above cases interest is 
charged on interest and at the same 
rates as quoted for the principal in each 
casc. That is, the interest is assumed 
to be due when the money is loaned and 
not when it is paid back. Since the 
interest is not paid when the transac- 
tion is made, it, too, like the principal 
of the debt, is paid in instalments at 
thé various rates of interest. 

To be an instalment shopper it is 
absolutely necessary for one to be good 
at figures, otherwise it will be altogether 
impossible to make any comparison of 
prices. 

The cash and credit prices of house 
furnishings in some department stores 
and furniture houses are the same, 
which might create the impression that 
one is getting the service for nothing. 
Such is not the case, at least as a rule; 
the cost of the credit service is included 
in a mark-up of prices. There is an 
advantage to the instalment buyer in 
these cases, however, as the cash 
customers are helping to pay the costs 
of the credit system. 

The financing costs of pianos to the 
individual instalment buyer usually 
figure up to be low which also might 
create the impression that one is bor- 
rowing cheaply. However, it is 
thought that the real cost of financing 
is met by the dealers in a mark-up of 
prices, the effect of which is to cause 
the cash buyers to help bear the 
expense. The cash and credit prices 
of pianos have frequently been quoted 
as being exactly the same. In these 
cases, when the amount involved is 


quite large, the individual cash pur- 
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chaser of small means, if he has regard 
for his economic interests, will over- 
come his prejudice against the instal- 
ment system, if he has one, and use 
“dignified” credit, as he will gain con- 
siderably by so doing. On the other 
hand, when the difference between the 
cash and credit prices is twenty per 
cent, as is quite commonly the case, it 
would pay the instalment buyer to 
borrow elsewhere and pay cash. Many 
instalment buyers do not know what 
rate of interest they are paying and it 
may not help them any if they did, as 
many of them could not qualify for 
loans at the bank in case they wished to 
borrow and pay cash for their goods. 
Undoubtedly, many people pay the 
seemingly exorbitant rates because 
they want credit and this is their only 
way of securing it. 

The Price of Automobile Instalment 
Credit and the Price of Automobiles.— 
The rate of interest charged in the 
financing of new automobiles varies 
from eleven to twenty-three per cent, 
depending upon the amount borrowed, 
the length of time for which the money 
is borrowed, and the company through 
which it is financed. This is exclusive 
of any amount which is invariably 
charged for insurance in favor of the 
finance company against fire, theft, 
etc., to protect the finance company’s 
equity in the car. In the case of used 
cars, the rates vary from sixteen to 
forty-three per cent per annum of the 
amount borrowed. ‘These figures have 


been derived from the rate schedules of 
the various finance companies. 

In considering the costs of credit to 
the invididual instalment buyer, it 
should be pointed out that the instal- 
ment system has also brought gains to 
him by causing a great reduction in the 
price of automobiles. It is highly prob- 
able that the instalment buyer is paying 
less for his car today than he would be 
paying as a cash buyer, if there were no 
instalment system. Everyone agrees 
that the introduction of the instalment 
system increased the sales of automo- 
biles tremendously and made possible 
production on a much larger scale. 
The industry in its development has 
hitherto been subject to the law of 
decreasing costs to a marked degree 
and the economies gained by large 
scale production have been passed on 
to the customer in the form of lower 
prices. Each lowering of the price has 
increased the amount taken and made 
possible still greater production and 
still lower unit costs. The price of cars 
has been reduced thirty or forty per 
cent since 1913. This fact is all the 
more remarkable when it is remem- 
bered that the general average of prices 
has risen during this period, and is now 
approximately fifty per cent higher 
than it was in 1918. This decrease in 
price may be attributed to the econo- 
mies of large scale production, a large 
part of which have been made possible 
by the introduction and expansion of 
the instalment system. 


VII. INSTALMENT BUYING AND SAVING 


Importance of the Subject.—Saving, 
as the economist uses the term, means 
abstaining from the use of economic 
goods. It means consuming less than 
is being produced. The savings of the 
community are to be found in the great 
stock of wealth, composed of tools, 


machinery, raw materials, houses, fur- 
niture, clothing, food, etc., which is in 
existence at the present time. Ac- 
cording to those who have given the 
matter thought, the effect of saving, 
particularly if the savings take the 
form of producers’ wealth, is to increase 
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the prosperity of the individual and of 
the community as a whole. Pros- 
perity is assumed to be highly desirable, 
and since it is dependent so largely 
upon the size and character of the 
social fund of savings, any economic 
phenomenon which seems to affect 
savings is deserving of careful study. 
An English writer of thirty years ago 
reminded the people of his generation 
that “the world is yet poor”; and that 
“the total amount of income we, as a 
community, yet have is so small, that 
any undue consumption by individuals 
must put a painful limit, not only to 
the luxuries but to the comforts and 
even to the necessaries of the many”’; 
also that “No distribution of income 
would allow every one to have even 
those comforts which some of us count 
necessaries.” Notwithstanding the 
fact that the fund of social wealth has 
increased greatly during the last few 
years, and that progress has been 
made in the arts of production, there 
may still be necessity for saving as 
there was thirty years ago. 

VA Instalment Buying Leads to Saving. — 
~ Reasoning a priori, individuals have 
come to widely different conclusions in 
regard to the effect of instalment buy- 
ing on saving. Business men have fre- 
quently advised their employes to go 
into debt for homes on the ground that 
they will work harder and save more 
than they would otherwise in order to 
meet their financial obligations when 
they are due. It is also set forth as a 
reasonable supposition that if the 
individual is not paying for furniture, 
vacuum cleaners, and washing ma- 
chines, he is apt to be spending the odd 
dollars for theatres or luxuries which 
are only temporary in their enjoyment. 
We are reminded that buying stocks 
and bonds on the instalment plan is 
simply a systematic method of saving 
which results in an increase in the stock 


5? Smart, William, Studies in Economics, p. 300. 


of material equipment of industry. 
It is also a fact that if the life of the 
goods purchased is longer than the 
period of payment, saving has taken 
place. If the automobile has been 
paid for before it is worn out, a saving 
has taken place, provided, of course, 
the individual has not taken the money 
out of the savings account or mort- 
gaged the house to complete the pay- 
ments on the automobile. 

Instalment Buying Is Not Conducive 
to Saving.—On the other hand, it is 
stated that the high pressure salesman, 
with his E. Z. TERMS, causes people 
to buy and consume things which they 
could not possess, if they were required 
to pay cash. Emphasis is placed upon 
the point that by working on the 
natural inclination of individuals to 
possess luxurious articles, the salesman 
frequently causes the customer to 
purchase indiscriminately articles of 
luxury which are quickly consumed. 
The reasoning is that the instalment 
buyer soon acquires the luxury habit 
by being able to possess these articles, 
and that the luxury habit, thus ac- 
quired, leads to spending and consum- 
ing rather than to saving. Those who 
think that instalment buying is not 
conducive to saving mention frequently 
the demoralizing effect of too much 
debt on the individual. A Western 
banker expresses the ideas of many 
people when he says, “ Wage-earners 
are mortgaging future earnings for the 
gratification of present-day pleasures 
without thought of the morrow that 
may bring with it sickness or unem- 
ployment. Everywhere in the United 
States instalment-buying is leading 
our people into a morass of debt that 
will engulf them unless the dangers of 
the system are brought before them so 
forcibly that they will resist the temp- 
tation.” The condition here de- 
scribed, if it exists, is certainly not 
conducive to saving. 
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The Savings of the Lower Income 
Groups Examined.—The savings made 
by people of smaller incomes are evi- 
denced in a number of ways, one of 
which is the increase in savings bank 
deposits. The individual deposits his 
surplus money income in a bank, which 
in turn lends it to business men who 
secure with it the necessary wealth and 
services to expand and carry on busi- 
ness enterprise. The savings are in the 
form of material equipment of industry. 
The amount of saving done in this man- 
ner, measured in terms of dollars, may 
be ascertained with some degree of 
accuracy and we present the following 
facts for the light they may throw on 
the problem, when used in conjunction 
with other facts to follow on insurance 
reserves, stock and bond holdings, 
building and loan assets, and the 
growth of labor banks, all of which 
furnish information on the condition 
of personal savings over a period of 


years. Particular notice will be taken 
of the figures for the period from 1920 
to the present time, as this is the 
period in which the great extension in 
instalment selling has taken place. 

Inasmuch as the value of the dollar 
changed greatly during the period of 
years under consideration, it is neces- 
sary to make allowance for such change 
so that the information brought to- 
gether may be comparable. Correc- 
tion for changes in the general level of 
prices has been made by using the 
Index Numbers of Wholesale Prices for 
All Commodities as compiled by the 
Bureau of Labor Statistics, United 
States Department of Labor, with the 
results as given below. 

The purpose in assembling the ma- 
terial in this table was to find out if the 
savings of the country as evidenced by 
savings banks deposits had been in- 
creased or decreased over the period 
of years 1920 to 1925, inclusive, the 


Votume or Savines Deposrts, Inctuptnc Orner Deposits, AND NuMBER or Deposrrors 
IN THE BANKS AND Trvust CoMPANIEs OF THE Unrrep States, June 30, 1913-June 30, 1925 


: Total Savings* Total Savings 1913 Dollars Per Capita® Savings Number 
Year Deposi:s Deposits in i Savings Deposits | Savings 
1913 Dollars | “*Press€ Deposits | in 1913 | Depositors 
a Per Cent Doll 
1913= 100 
1918......| 8,548,000,000) 8,548,000,000 100 89 89 11,295,931 
1914......| 8,711,000,000) 8,888,000,000 103 89 90 11,385,734 
1915......| 8,807,000,000| 8,719,000,000 102 90 89 16,124,786 
1916......| 9,459,000,000) 7,448,000,000 87 74 10,482,832 
1917......| 10,875,000,000} 6,144,000,000 73 106 59 11,826,773 
1918......| 11,584,000,000) 5,945,000,000 69 lll 57 10,632,938 
1919. .....| 18,040,000,000} 6,330,000,000 74 124 60 18,221,453 
1920. .....| 15,314,000,000) 6,776,000,000 79 144 63 22,415,148 
1921. .....| 16,500,000,000|) 11,224,000,000 131 153 104 27,792,948 
1088. 17,578,000,000| 11,797,000,000 138 161 108 30,544,738 
1923......| 19,726,000,000) 12,809,000,000 149 178 115 35,878,758 
1924... ...| 21,188,000,000) 14,125,000,000 165 185 123 38,741,634 
1925. .....| 28,134,000,000| 14,641,000,000 171 204 129 43,850,127 


* Savings Deposits and Depositors in Banks and Trust Companies of the United States for the years 
1912 through 1925, compiled and published by the Savings Bank Division, American Bankers’ 
The totals include “ Postal Savings.” 
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period in which the great extension of 
instalment buying took place, and 
also to see if anything else of signifi- 
cance might be inferred from the data 
in connection with instalment buying. 
The table shows that from 1920 to 
1925, the total savings deposits in- 
creased from 6,776,000,000 dollars of 
the purchasing power of the 1913 
dollar to 14,641,000,000 dollars of the 
same value, which is another way of 
saying that savings, as evidenced by 
savings deposits, in 1925 were one 
hundred and sixteen per cent greater 
than they were in 1920. 

When the savings for these years are 
considered in relation to a growing 
population, the results are equally 
amazing, for they show that the per 
capita savings measured in terms of 
dollars of the same value were one 
hundred and four per cent greater in 
1925 than they were in 1920. 

In considering the number of savings 
depositors as given in the table, one 
must keep in mind that some individ- 
uals deposit in more than one bank or 
at times in more than one account in 
the same bank, that is, there is an 
amount of duplication in these figures. 
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However, as this practice existed in 
1920 as well as in 1925, the phenomenal 
increase of ninety-five per cent in the 
number of depositors in 1925 over the 
number in 1920, as indicated by the 
table, can be explained by saying 
that there was an actual increase in the 
number of savers, and that this in- 
crease probably was a large one. 

The fact that the number of savers 
during this period was so large and that 
the total volume of savings was in- 
creased so tremendously is partic- 
ularly significant in connection with 
instalment buying. It means that the 
masses of the people, those with smaller 
incomes who were most directly 
affected by instalment buying, were 
also savers. It means that while the 
masses of the people, taken as a whole, 
were buying, paying and consuming so 
largely on the instalment plan, they 
were at the same time saving on an 
unprecedented scale through the 
agency of the saving bank. 

The condition of insurance reserves 
is another indication of saving. 
Through the legal-reserve or level- 
premium plan of doing business, the 
insurance companies collect from the 


Apsitrep Assets, AMERICAN Lire INsuRANCE ComPaNtes, 1924-1925 


Admitted Assets in 
1914. . 4,935,000,000 5,035,000,000 
1915. . 5,190,000,000 5,138,000,000 
1916. . 5,537,000,000 4,359,000,000 
1917... 5,941,000,000 3,356,000,000 
1918. .. 6,475,000,000 3,337 ,000,060 
1919... 6,791,000,000 3,296,000,000 
1920. . 7,320,000,000 3,234,000,000 
1921... 7,936,000,000 5,398,000,000 
1922... 8,652,000,000 5,806,000,000 
1923. . 9,455,000,000 6,139,000,000 
1924. . 10,394,000,000 6,929,000,000 
1925... 11,500,000,000 7,278,000,000 


* The information on insurance reserves secured through Mr. R. L. Cox, Second Vice-President, 


Metropolitan Life Insurance Company. 
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policyholders higher premiums in the 
early years of insurance than the 
mortality rates of those years would 
require, in order that a reserve fund 
may be established. This fund is then 
drawn upon in later years to obviate 
higher and ever-increasing premiums 
which the increasingly higher mortality 
rate of the later years of life would 
otherwise compel. The reserves are 
invested principally in corporate en- 
terprises and real estate and repre- 
sent the savings of the policyholders. 
The “admitted assets” of life insurance 
companies are an indication of the re- 
serves of those companies, and conse- 
quently a measure of the savings 
effected through the channel of life 
insurance. 

The statistics here given show that 
life insurance reserves measured in 
terms of 1913 dollars increased from 
#3,234,000,000 in 1920 to $7,278,000,- 
000 in 1925. This was an increase of 
one hundred and twenty-five per cent 
for the short period of six years. Sav- 
ings through this agency, therefore, 
increased at an even more rapid rate 
than through the savings bank. It is 
worth noting that nearly all insurance 
is bought on the instalment plan. 
The amount which is bought and paid 
for in a lump sum is very small when 
compared with the total insurance 
written. Mention should be made of 
the fact that approximately thirteen 
per cent of the life insurance reserves 
had been loaned to the policyholders 
on the security of their policies at the 
end of 1924. That portion of the 
reserves, therefore, may not represent 
savings. However, since the practice 
of borrowing by policyholders was also 
common in 1920, the figure given 
above as representing the per cent 
of increase in savings is not far from 
correct. 

88 Crocker, W. L., Nations Business, May 1926, 
p. 17. 


The rapid increase, especially among 
employes and customers, in the num- 
ber of investors in the securities of 
corporations is an evidence of saving 
on the part of the lower income groups. 
An inquiry * into the number of stock- 
holders and bondholders revealed the 
fact that by the most conservative 
estimate the railroads, public utilities 
and other corporate enterprises since 
1918 have added at least 3,500,000 
stockholders; of which probably 500,- 
000 are employes, 1,000,000 are cus- 
tomers and 2,000,000 are investors 
drawn from the general public. Also 
that in addition to the increase in 
stockholders, on the most conservative 
basis, bondholders have increased by 
at least 2,500,000.° The American 
Telephone and Telegraph Company 
has over 123,000 employes owning 
stock and a large part was purchased 
on instalments. By this method 
11,000 employes of the Philadelphia 
Rapid Transit Company bought stock 


in 1925. The customer ownership — 


policy of the National Electric Light 
Association has been such that since 
1914 over ten million shares of stock 
in two hundred and twenty-six com- 
panies were sold directly to customers 
and over one-fifth of this volume was 
paid for in instalments.” 

These figures tell the same story as 
the others examined. It is a story of 
the accumulation of wealth on a great 
scale by groups of people who were at 

5® Blinkerd, R. S., “The Increase in Popular 
Ownership Since the World War,” Proceedings of 
the Academy of Political Science, April 1925, p. 37. 

® See also Foerster, R. F., and Dietel, E. H., 
Employee Stock Ownership in the United States, 
Industrial Relations Section, Princeton Univer- 
sity, 1926; 

Carver, T. N., “The Diffusion of Ownership 
of Industries in the United States,” Proceedings 
of the Academy of Political Science, April 1925, 


p. 398. 

“Haberman, P. W., Instalment Selling, 
pamphlet, an address before the Connecticut 
Chamber of Commerce, June 1926. 
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the same time expending huge sums in 
buying on the instalment plan. The 
information is particularly significant 
in this case, as a large part of 
the saving took place through the 
means of instalment buying, large vol- 
umes of the stocks and bonds hav- 


Boripine AND Loan AssocraTIONS 
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able at the time this is written, but the 
total assets in 1924 measured in terms 
of the 1913 dollar were 3,176,000,000 
dollars, which is an increase of one 
hundred and eighty-three per cent 
over the amount in 1920, which was 
1,121,000,000 dollars of the same value. 


MEMBERSHIP, AND Assets 


Total Assets 
in 1913 Dollars 
Year Number of Number of | Total Assets* | Total Assets | Expressed as 
Associations * | Members * in 1913 Dollars} a Per Cent 
1913= 100 
1913 6,429 2,836,433 1,248,000,000 | 1,248,000,000 100 
1914 6,616 3,103,935 1,357,000,000 | 1,384,000,000 110 
6,806 3,334,899 1,484,000,000 | 1,469,000,000 117 
7,072 3,568,432 1,598,000,000 | 1,258,000,000 100 
7,269 3,838,612 1,769,000,000 999,000,000 80 
1918 7,484 4,011,401 1,898,000,000 978,000, 78 
1919. . 7,788 4,289,326 2,126,000,000 | 1,032,000,000 82 
1920... 8,624 5,026,781 2,534,000,000 | 1,121,000,000 89 
1921... 9,255 5,809,888 2,890,000,000 | 1,966,000,000 157 
1922... 10,009 6,364,144 3,342,000,000 | 2,242,000,000 179 
a 10,744 7,202,880 3,942,000,000 | 2,559,000,000 205 
19247... 11,844 8,554,352 4,765,000,000 | 3,176,000,000 254 


* For all years except 1924, Statistical Abstract of the United States, 1924. 
t For 1924, Correspondence, Division of Statistical Research, Bureau of Foreign and Domestic 


Commerce, July 1, 1926. 


ing been bought on the instalment 
plan. 

Building and loan associations are a 
means of saving and the assets of such 
organizations which are invested in 
houses are a measure of the savings 
brought about in this manner. 

Upon examining any one source of 
saving and finding a tremendous in- 
crease, one is apt to think that pos- 
sibly savings have been increased 
through one channel at the expense 
of others. Such is not the case, how- 
ever, as an examination of the various 
agencies of wealth accumulation shows 
the same result in each case. In 


regard to building and loan associa- 
tions the figures for 1925 are not avail- 


The figures on the number of mem- 
bers in the building and loan associa- 
tions, as given in the table, contain 
duplications due to individuals holding 
stock in several such organizations, 
but since this practice also existed in 
1920, the great increase of seventy 
per cent in the number of members in 
1924 over the number in 1920, as 
shown in the table, undoubtedly 
means that there has been a real in- 
crease and that the increase has been 
a large one for the short period of 
time. 

The results in regard to building 
and loan associations are of interest 
to us not only because they indicate 
that saving has taken place, but also 
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because, as in the case of buying in- 
surance and stocks and bonds on in- 
stalments, instalment buying is the 
agency through which it has taken 
place. Some of the members of build- 
ing and loan associations buy paid-up 
stock, and possibly, in some cases, do 
not belong to the class of smaller savers, 
but the membership, as a rule, repre- 
sents the smaller income groups, and 
consists of the same class of people 
taken as a whole who are buying 


affects the wage earning classes. The 
first of these banks was established in 
1920, and there has been a rapid in- 
crease in the number and capital of 
these institutions. 

Recently a study was made of wage 
earners’ savings in Philadelphia, and 
although limited in scope, its results 
are of interest to us, for, as stated pre- 
viously, instalment buying in many of 
its phases most directly affects the 
wage-earning classes. It was found 


Lasor IN THE UnrrTep Srates, 1925 


. . Number of Banks Founded Total Capital of Banks 
Year Founded Each Year Founded Each Year 

1920. . 2 1,160,000 
1921... 2 120,000 
1922. . 48 650,000 
1923. . 8 2,830,000 
1924. . 10 2,125,000 
1925. . 10 2,228,000 

Total num- Total capi- 

ber of banks 36 tal of banks 9,114,358 


automobiles, radio sets and mechanical 
refrigerators on instalments. 

Still another channel of saving, 
small in comparison with the others 
examined, and yet not to be overlooked, 
is labor banks. The capital of these 
institutions has been furnished en- 
tirely by labor, and instalment selling 
in many of its phases most directly 


® Compiled from information collected by the 
research department of the Amalgamated Cloth- 
ing Workers of America, see The American Labor 
Year Book, 1926; see Boeckel, Richard, Labor's 
Money (1923); Social Progress, a Handbook of 
the Liberal Movement (1925), p. 236. 

®3 There was a total of six banks founded in 
1922, two of which have since been closed. One 
of those closed, The Producers’ and Consumers’ 
Bank, Philadelphia, was closed in 1925 because 
of “frozen” assets. It has been reopened under 
another name but it is not now strictly speaking 
a labor bank, as it is only partly owned and 
managed by labor. 


that wage earners’ savings in Philadel- 
phia have been “‘on a materially higher 
plane than that prior to 1917-18.” 
Savings and Income.—The above 
facts prove definitely that considered 
in absolute amounts the savings of the 
lower income groups increased at an 
unprecedented rate. One wonders 
immediately, however, as to the condi- 
tion of savings when considered in rela- 
tion to the income of the same classes 
of people during the same period of 
time. If income is increased, there are 
greater possibilities for saving, and 
one wonders if savings were increased 
in proportion to an income which is 
commonly supposed to have increased 


* Schoenfeld, M. H., “Trend of Wage Earn- 
ers’ Savings in Philadelphia,” The Annals of the 
American Academy of Political and Social Sci- 
ence, Supplement, September 1925, p. 57. 
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greatly in recent years. Statistics 
concerning the income of the lower 
economic groups for the period 1920 
to 1925 are meagre. However, there 
are some which, while not as inclusive 
as we would like them to be, are as 
aceurate as can be expected in the 
present state of researches on this 
subject. Professor A. H. Hansen finds 
that real wages in 1925 were from 
twenty-five to thirty per cent above 
the prewar level. Professor Paul H. 
Douglas, in a study on the movement 
of real wages, found that in 1924, em- 
ployed wage earners in manufacturing 
and transportation industries, certain 
clerical groups, ministers, teachers, 
government employes and others, on 
the average could purchase twenty- 
seven per cent more goods in 1924 than 
they could in the 1890's, and that by 
far the greater part of these gains were 
secured from 1920 to 1923,® which is 
significant for our purposes as this is 
the time in which instalment buying in 
large volumes began. A third study 
finds that the level of real wages of un- 
skilled workmen from 1920 to 1924 
averaged fifteen per cent above that of 
1913.7 

If one can consider the increase in 
income of the groups for which we have 
statistics, which are certain wage- 
earning and lower salaried groups, as 
representative of the increase for the 
whole lower income and instalment 
buying group, then the conclusion 
may be drawn that while incomes were 
being increased perhaps fifteen to 
thirty per cent, the savings of the 
same group were being increased at an 

®“Factors Affecting the Trend of Real 
Wages,” American Economic Review, March 
1925, p. 42. 

“Movement of Real Wages and Its Eco- 
nomic Significance,”’ American Economic Review, 
Supplement, March 1926, p. 37. 

*? Coombs, Whitney, The Wages of Unskilled 
Labor in Manufacturing Industries in the United 
States, 1890-1924, p. 121. 


even greater rate, very much greater in 
fact, as we found that savings had been 
increased by 116 per cent, 125 per cent, 
and 183 per cent as evidenced by sav- 
ings bank deposits, life insurance re- 
serves, and building and loan associa- 
tion assets respectively. 
Conelusion.—It would be a happy 
solution of our problem if we could have 
presented certain definite facts and 
then, reasoning from cause to effect, 
stated with absolute certainty that 
instalment buying taken as a whole 
tends to decrease, or increase, or has 
no effect whatever upon the savings 
of the instalment-buying groups taken 
as a whole. This could not be done. 
The conflicting forces which seem to 
affect and which actually affect savings 
are numerous. To isolate the single 
force of instalment buying and study 
it by observations of controlled experi- 
ments is impossible. The actions of 
human beings are involved and the 
same kind of instalment buying seems 
to affect different people differently. 
For example, it is undoubtedly true 
that instalment buying causes some 
individuals to plan their expenditures 
and thereby leads to saving. But it is 
equally true that other individuals are 
led into extravagant spending by the 
same set of circumstances. If the 
question as to the effect of instalment 
buying is definitely answered, it will 
probably be after long experience with 
the practice on a large scale. Instal- 
ment buying in its present volume has 
existed for a very few years, and ex- 
perience with it is too brief to prove 
anything conclusive in regard to its 
effect upon savings. Nevertheless we 
believe that the statistics given above 
are of some significance when used in 
connection with the subject. 

The facts show that during the years 
1920-25, the savings of the lower 
income groups as evidenced by savings 
bank deposits were increased one 
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hundred and sixteen per cent; as evi- 
denced by life insurance reserves, one 
hundred and twenty-five per cent; 
and by building and loan association 
assets one hundred and eighty-three 
per cent. While no attempt has been 
made to measure the increase in savings 
as evidenced by the direct investment 
of employes and customers in the 
securities of corporations, the facts 
indicate that saving has taken place 
through this channel at a phenomenal 
rate also. The whole labor bank 
movement, representing a new channel 
of saving for the wage-earning classes, 
falls entirely within the period under 
consideration. Savings have increased 
not only when considered in absolute 
amounts but when considered in rela- 
tion to a growing income as well. The 
statistics which are available show that 
the incomes of certain groups of wage 
earners and certain lower salaried 
groups increased from fifteen to thirty 
per cent during the period which we 
are studying. If these groups for 
which we have figures in regard to 
income are representative of the whole 
lower income group, then it is evident 
that savings increased at a greater rate 
even than income. 

The period in which these great 
increases in savings took place is the 
same as that in which the extension of 
instalment buying occurred. While 
the facts do not warrant the drawing 
of any conclusion whatever in regard 
to causal relationship between these 
two phenomena, they do prove con- 
clusively that the goods bought and 
paid for on the instalment plan during 
the years 1920-25, taken as a whole, 
were not paid for out of the savings 
banks or any of the other sources of 
accumulation mentioned above. They 
show more than this; they show that 
while the huge quantities of goods 
were being bought and paid for and 
perhaps consumed only in part, the 


savings of the lower income groups 
were being increased at an unprece- 
dented rate. These facts are worth 
mentioning, as we believe they are 
such as to reassure, at least for the time 
being, those who fear that instalment 
buying will dissipate the social fund 
of savings. The facts would seem to 
put those persons on the defensive 
who are contending that instalment 
buying is leading us as a people into a 
morass of debt. If the figures had 
shown a decrease or a comparatively 
small increase either when considered 
in relation to income or in absolute 
amounts instead of great increases, 
there would indeed be cause for alarm. 
The belief is common that instalment 
buying tends to dissipate savings, 
and experience over a longer period of 
years may prove this belief true, but 
the above pertinent facts which con- 
sider instalment buying as a whole and 
the lower income groups as a whole do 
not seem to lend any support whatever 
to this view. 

A number of writers fail to see any- 
thing reassuring in these figures. They 
point out that exclusive of houses 
there are at present goods to the retail 
value of two and three-quarters billion 
dollars which have not yet been paid 
for. Then they ask, “Why should 
today’s saving be affected?” It is 
certainly true that this two and three- 
quarters billion dollars is a liability of 
the instalment buying group. But it 
is also true that this liability is perhaps 
more than covered by assets in the form 
of more or less durable goods, the buying 
of which caused these people to go into 
debt. Then, too, even when making 
allowance for small resale value, that 
pert of the liability which is not so 
covered is perhaps not a drop in the 
bucket when compared with the fund 
of wealth in other forms which has 
been accumulated during the period 
of instalment buying and which is 
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now owned by this same group of 
people. 

The amount of the instalment debt 
outstanding at the end of 1925, ex- 
clusive of houses, is said to have been 
approximately two and three-quarters 
billion dollars. In this connection, it 
should be remembered that during the 
period of extensive instalment buying, 
the increase in savings bank deposits 
alone, just one of the various sources of 
accumulation examined, was over 
four billion dollars, more than enough 
to offset the unpaid instalment 
debts. 


The lower income group between 
1920 and 1925 bought and consumed 
on a great scale. It bought billions 
of dollars of goods for cash, other 
billions on instalment credit and still 
other billions on other forms of credit. 
But it did not live beyond its income. 
Even though it consumed so largely 
goods bought on the instalment plan, 
the statistics show that there was a 
net balance of money income over 
expenditure and instalment indebted- 
ness combined, which assured an 
unprecedented increase in the social 
fund of wealth.** 


VIII. THE EFFECTS OF INSTALMENT BUYING ON THE 
BUSINESS CYCLE 


Producers’ Credit and the Period of 
Prosperity and the Business Boom.— 
The causes of the rather regular re- 
curring ups and downs of business, 
which constitute what is known as the 
business cycle, are somewhat a matter 
of controversy, but probably most 
of those who have given the matter 
thought would agree that credit con- 
ditions are an important consideration, 
particularly in the period of prosperity 
and in the precipitation of the crisis. 
“Credit conditions” as a cause of 
crises and depressions has heretofore 
meant producers’ credit conditions, but 
on account of the extension of the in- 
stalment system, consumers’ credit is a 
new force that is being considered as a 
possible factor in causing future ups 
and downs of business. At the present 


® That part of the chapter “The Character 
of the Goods Bought on the Instalment Plan” 
which is included under the sub-headings “Im- 
portance of the Distinction between Producers’ 
and Consumers’ Goods,” “Some Consumers’ 
Credit Leads to Increased Production,” and 
“Still Other Consumers’ Credit Is Not a Detri- 
ment to the Source of Wealth” is a qualitative 
discussion of consumers’ instalment credit and 
saving. 


time, it is freely predicted that instal - 
ment buying will cause the next crisis 
and depression. A recent forecast in 
this respect says that, 


A distinct recession in business and possibly 
a panic within two or three years would not 
be surprising. . . . It will be the result 
of overextension of the instalment business, 
which today is eating into the vitals of 
business like a cancer.** 


The exact way in which instalment 
buying will bring on the next business 
recession and possible panic is not 
explained in connection with this 
prediction, so it is not possible for us 
to examine the facts and reasoning 
upon which this specific conclusion is 
based. 

A particular way in which credit 
has operated heretofore to influence 
business conditions is through its 
effect on the general level of prices, 
which in turn has affected production 
and brought about a condition known 
as overexpansion of credit. The truth 
has long been established through 


* Babson, R. W., The New York Times, 
September 12, 1926. 
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deductive reasoning and verified to 
some extent by inductive study ”® that 
an increase in the volume of credit 
relative to goods produced will tend 
to cause a rise in the general level of 
prices or a fall in its reciprocal, the 
value of the dollar. It is also an 
orthodox view that a rising price level 
temporarily stimulates trade, bringing 
on prosperity and a business boom. 
However, when the entire stock of 
material equipment of industry and 
the available supply of labor are being 
utilized to their fullest extent, further 
extensions of credit cannot increase 
appreciably the total output of goods.” 
The increased credit simply increases 
the monetary purchasing power, by 
an increase in bank deposits, which is 
used in competitive bidding for services 
and other economic goods already in 
existence. An illustration of this point 
may be found in the marked and un- 
healthy advance in the price of wool in 
1919. It is said that this could not 
have occurred if Boston and other 
banks had not granted unusual credits 
to wool dealers. With these funds 
wool dealers competed against each 
other for wool, boosting prices to 
abnormally high levels with conse- 
quences painful to themselves and 
hardly to the permanent advantage 
of the wool grower. A similar situa- 
tion obtained throughout the entire 
industry among makers of woolens and 
worsteds and among clothiers. All 
were attempting to handle more busi- 
ness, but the credit secured for the 

7 See Working, Holbrook, Quarterly Journal 
of Economics, February 1923, pp. 228 ff.; 
also see The Review of Economic Statistics, July 
1926, pp. 120 ff. 

11 See Veblen, Thorstein, The Theory of Busi- 
ness Enterprise, pp. 92 ff.; Sprague, O. M. W., 
“Bank Management and the Business Cycle,” 
Harvard Business Review, Vol. 1, Number 1 
(1922), p. 22; Business Cycles and Unemploy- 
ment, Report and Recommendations of a Com- 
mittee of the President’s Conference on Un- 
employment, pp. xxv, 26 (Adams, T. S.). 


purpose was absorbed in a sellers’ 
market for materials and labor, yielding 
still higher prices rather than an in- 
creased output. As for wholesalers 
and retailers, the summer of 1920 
disclosed holdings of large stocks pur- 
chased at high prices, and in very many 
instances obligations under contracts 
for abnormally large delivefies in later 
months. These unhealthy conditions 
were due to the excessive volume of 
credit granted by the banks.” 

The point we are attempting to 
bring out is that the constantly in- 
creasing volume of producers’ credit 
which accompanies the period of 
prosperity and business boom after a 
time does not bring about a commen- 
surate increase in production, but 
simply raises the general average of 
prices, which brings about undesirable 
economic consequences. The rising 
price level, making great profits pos- 
sible, provides an incentive for enlarg- 
ing the individual business, and results 
in competitive bidding of business men 
for the supply of labor which is already 
fully employed and for the available 
supply of materials which is already in 
existence. The borrowers bid up the 
prices of services and commodities, 
and so cause an expansion in the 
pecuniary volume of trade. Powever, 
they produce no corresponding in- 
crease in the physical volume of trade. 
Their borrowings merely increase still 
more the mass of debts which upon 
the slightest occasion leads to demands 
for liquidation and precipitates a crisis. 

Instalment Credit and the Period of 
Prosperity and Business Boom.—It is 
common practice when an instalment 
sale is made for the purchaser to give 
his personal note to the retailer which 
is discounted with a bank either directly 
or through the medium of a finance 

™ Sprague, O. M. W., “ Bank Management and 


the Business Cycle,” Harvard Business Review, 
Vol. I, Number I (1922), p. 22. 
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company.” Regardless of who dis- 
counts the notes, the proceeds are 
usually taken in bank deposits which 
make it possible for the retailer or 
finance company to finance more 
instalment sales which give rise to 
more instalment notes which may in 
turn be used as a basis for another 
loan and another increase in bank 
deposits. In this way instalment sales 
result largely in an exchange of personal 
credit for bank credit. It would seem 
for this reason that the effect of an 
increase of instalment credit would be 
precisely the same as that of other 
bank credit as far as the business cycle 
is concerned. It would seem that an 
expansion of instalment credit in a 
period of depression, if sales are thereby 
stimulated, would be a very desirable 
procedure from the point of view of 
the business cycle. Control of credit 
expansion so that production is in- 
creased to what is regarded as a proper 
degree, is a principle accepted as sound 
by all bankers. However, it is also 
an accepted principle of bankers that 
credit expansion should be checked 
when it becomes dangerous. To ex- 
pand instalment credit in a period of 
business boom would seem to have 
precisely the same effect upon price 
levels, production and overexpansion 
of credit as the expansion of producers’ 
credit would have. Additional pecu- 
niary purchasing power in the form 
of bank deposits is created, while a 
corresponding increase in goods pro- 
duced is not possible, due to the fact, as 
stated before, that in a period of intense 
business boom the industrial army with 
its full equipment is already at work. 
The increasing of instalment credit in 
a period of business boom would, there- 
fore, like the increasing of producers’ 


™ Other statements of the way in which bank 
credit is secured for the purpose of carrying on 
the instalment business may be found on pages 
21 and 24. 


credit in such a time, help toward the 
piling up of debts, a condition known 
as overexpansion of credit which paves 
the way for crisis, liquidation and 
depression. 

Instalment Credit and the Federal 
Reserve System.—In current discussions 
the fear is frequently expressed that 
instalment selling in such large volumes 
will obstruct or vitiate the efforts of the 
Federal Reserve Banks in their at- 
tempts to “stabilize the general credit 
situation” ™ and through this means 
lessen the excessive peaks and slumps 
of the business cycle. The time or 
condition at which further extensions 
of credit should be discontinued in a 
period of prosperity will continue to be 
a difficult problem for banks and busi- 
ness men in the future as it was before 
the great expansion of the instalment 
system. But if the Federal Reserve 
Banks are able, through changing the 
rediscount rate or by selling or buying 
government securities in the open 
market, to stabilize the general credit 
situation, it would seem that instal- 
ment credit, an element included in 
the general credit situation and at the 
present time bound up inseparably 
with it, could be controlled in exactly 
thesame way. The difference between 
instalment credit and other kinds of 
consumers’ credit, as well as a great 
deal of producers’ credit, as far as the 
effects on price levels, production and 
overexpansion of credit in a business 
boom are concerned, is one of mere 
quantity rather than one of difference 
in kind. The fact that debts are 
paid back in instalments rather than 
in a lump sum cannot make any great 
difference. The fact that instalment 
debis have been contracted for con- 
sumers’ goods rather than for pro- 


™ An expression used by the Federal Reserve 
Board. See American Economic Review, March 
1925, pp. 48 ff.; also American Bankers’ As- 
sociation Journal, May 1926. 
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ducers’ goods cannot make any differ- 
ence, if we are right in our contention 
that producers’ loans also cannot in- 
crease production appreciably when 
the entire supply of labor and equip- 
ment of industry are already fully 
employed, as is the case in a period of 
intense prosperity or business boom. 
The Total Volume of Credit and the 
Volume of Instalment Credit.—When 
the estimated volume of instalment 
credit is given in absolute numbers, as 
is usually the case, it looks large and 
is large, but when considered in relation 
to the volumes of other kinds of credit 
outstanding, many of which, if not all, 
are liable to influence the business 
cycle, one realizes that there is a 
possibility of concentrating attention 
on instalment credit, one dangerous 
element in the credit situation, to the 
exclusion of others equally danger- 
ous. 
‘What is the total volume of credit 
outstanding at the present time and 
how does it compare with the total 
volume of instalment credit outstand- 
ing?” Mr. Carl Snyder, Statistician 
of the Federal Reserve Bank of New 
York, in an investigation of the total 
volume of all kinds of credit outstand- 
ing at the present time, has estimated 
that the amounts known and those 
which may be estimated which are 
loaned from one class of people to 
another in the United States at the 
present time total something like one 
hundred and twenty or one hundred 
and thirty billions of dollars, and in 
addition to this amount there are large 
volumes of credit, totaling many 
billions, which are not estimable.” 
These figures make allowance for 
duplication, that is, they do not include 
money borrowed simply for the purpose 
of reloaning. These loans consist of: 


% Snyder, Carl, “The Influence of the Interest 
Rate on tue Business Cycle,” American Economic 
Review, December 1925. 


first, ordinary bank loans which range 
from fifteen to twenty billions and at 
the time of his writing were around 
twenty billions; second, Federal Re- 
serve loans, an amount which has 
varied as widely as from nearly three 
billions to less than two hundred 
million; third, forty or fifty billions of 
corporation bonds and mortgages and 
more than thirty billions of Federal, 
state and municipal government bonds; 
fourth, real estate and farm mortgages 
amounting to something like eight to 
ten billions of farm mortgages and some 
fifteen billions or more of urban mort- 
gages; and fifth, there is a large volume 
of current and casual credit extended 
by manufacturers, jobbers, retailers 
and dealers of all sorts to their cus- 
tomers. The amount of this credit is 
quite incalculable but its volume is 
large. 

No one knows what the volume of 
instalment credit outstanding is at the 
present time. It is estimated that ex- 
clusive of houses the total instalment 
debt outstanding at the end of 1925 
was approximately $%2,750,000,000. 
This is the estimate which was made 
last spring by the Economic Policy 
Commission of the American Bankers’ 
Association,” and is the figure used 
and commonly accepted as an approxi- 
mation by bankers and cthers. Since 
there is much borrowing for the purpose 
of reloaning in the instalment business, 
the actual amount owing from certain 
groups to other groups on account of 
the instalment business would be much 
greater than the two and three-quarter 
billions. From the point of view of 
the business cycle, all forms of credit 
are probably not equally influential. 
Instalment credit is perhaps as in- 

% The Evening Bulletin (Philadelphia), May 
5, 1926; Credit Monthly, September 1926, p. 8; 
Duncan, A. E., “The Economics of Instalment 
Buying,” an address delivered before the Na- 


tional Association of Supervisors of State Banks, 
July 20, 1926, at Columbus, Ohio. 
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fluential as any other form of credit, 
granting our contention as set forth 
above that an increase of instalment 
selling in a period of prosperity would 
react unfavorably by its tendency to 
raise the average of prices with un- 
desirable consequences; but even so, 
the observation to be made on the facts 
is the comparative smallness of the 
volume of instalment credit—so small, 
in fact, as to be almost negligible. An 
expansion of instalment credit in a 
period of prosperity would seem to be 
an unwise procedure from the stand- 
point of the ups and downs of business 
as it would tend to increase the price 
level and thus bring on crisis and de- 
pression, but to say that instalment 
credit in itself will be the cause of the 
next crisis and depression, would seem 
to be an overstatement of the impor- 
tance of instalment credit as a casual 
factor. The important consideration 
for bankers, business men, and all 
others who would like to decrease the 
extreme fluctuations of business is the 
whole credit situation rather than one 
minor phase of it. Overexpansion of 
credit helped to cause crises and panics 
before the instalment system on a large 
seale had been introduced, and it 
would be the wise policy to watch the 
expansion of those older forms of credit 
which are known to have helped to 
cause fluctuations in business in the 
past and which will undoubtedly do it 
again, as well as this new and poten- 
tially dangerous form of credit. The 
assertion which has been made a num- 
ber of times by responsible persons 
that instalment buying will be the 
cause of the next crisis and panic is a 
bold statement in view of the enormous 
quantities of other kinds of credit out- 
standing, the increasing of which, as is 
known from past experience, would 
exert strong influences on the business 


cycle. 
At the present time, we are in the 


prosperity phase of the business cycle, 
and since it is the increasing of credit 
in this period which brings about 
undesirable consequences, an impor- 
tant question at the present time is 
whether instalment selling is on the 
increase. This is a question of fact 
and one might think at first glance that 
it should be answered easily, but such 
is not the case. It is a very much 
debated point, because the facts neces- 
sary to the settling of the question are 
not available. For example, it is not 
known how much instalment paper has 
been used as a basis for bank loans of 
various kinds. If this information 
were available for a period of time it 
would be exceedingly valuable for our 
purposes, as it would be some indication 
of the expansion or contraction of in- 
stalment credit. The report of the 
Economic Policy Commission of the 
American Bankers’ Association, re- 
ferred to above, contained the results 
of an investigation into instalment sales 
for the years 1923 and 1925. The 
conclusion was that instalment sales 
had increased seven per cent in the 
two years’ time. This is much less 
than is commonly supposed to be the 
case. 

It is interesting to note that through- 
out the period 1920-26, the period in 
which the great expansion of instalment 
buying has taken place, there has not 
been any great increase in the general 
average of prices, at least as indicated 
by the index numbers of prices of 
wholesale commodities as compiled by 
the Bureau of Labor Statistics, United 
States Department of Labor, which are 
shown in the following table.”” 

When one considers that the index 
numbers show a decline in the price 


77 Source for all statistics except Aug. and 
Sept. 1926, Monthly Labor Review, monthly 
issues March to September, 1926; for Aug. and 
Sept. 1926, The Commercial and Financial 
Chronicle, Oct. 23, 1926, p. 2049; for Oct. and 
Nov. 1926, ibid., Dec. 18, 1926, p. 3104. 
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Index Number 
Year of Wholesale 

Prices 
1920. . 226 
147 
1922. . 149 
1923. . 154 
1924. . 150 
1926, Jan.. 156 
Feb... 155 

Mar.. . 151.5 

Apr... 151.1 

May.. 151.7 

June. . 152.3 

Aug... 149.2 

Sept... 150.5 

Oct... 149.7 

Nov 148.1 


level in 1926 over 1925, he feels that 
instalment credit is not plunging us 
headlong into crisis and depression via 
an increasing price level. However, 
there may be a possibility that instal- 
ment buying may endanger the credit 
structure by bringing into operation a 
sequence of events for which there is no 
precedent in the history of business 
cycles. An orthodox view has beea 
that an intense boom in a particular 
industry could develop only under the 
stimulus of a rise in the prices of its 
products, and yet the price of automo- 
biles has fallen greatly during the 
development of the tremendously 
great boom in the industry. This is 
easily explained, however, as it is price 
relative to costs that is significant. 
Falling costs have had the same effect 
as rising prices. 


The Automobile Industry, Misdi- 


rected Production, and the Neat Crisis. 
—Another way, in addition to its effect 
upon price levels, by which instalment 
buying may help to cause the next 
crisis is developing in the automobile 
industry, a condition known as mis- 
directed production or overproduction 


as some prefer to call it. The automo- 
bile industry is a very important consid- 
eration as it is responsible for fifty-four 
per cent of the instalment debt, exclu- 
sive of houses, outstanding at the 
present time.’® By misdirected pro- 
duction is meant the building up of a 
productive capacity and the turning 
out of a finished product so great in 
relation to the demand for the finished 
product, that it is impossible to sell the 
amount produced at a profit; on the 
contrary, it is necessary to sell at great 
loss. As production is carried on in 
anticipation of demand, such a condi- 
tion is possible, even very probable, in 
an industry which is going through a 
period of intense boom, and in which 
there seems to exist such great opti- 
mism for the future. 

Everyone agrees that the automobile 
business has been built up to its 
present position as one of our greatest 
industries largely through the instal- 
ment system; also that the maintenance 
of its position depends almost entirely 
upon the continuance of the system. 
Automobile manufacturers and others 
who venture opinions on the subject 
say that if automobiles were sold for 
cash only, the sales would amount to 
possibly only thirty-five per cent of the 
present volume. Notwithstanding the 
fact that the industry is burdened to 
some extent with unused productive 
capacity at the present time,’® the 
optimistic manufacturers are said to 
be laying plans for still larger factories 
and more extensive facilities.*° While 

78 The Evening Bulletin (Philadelphia), May 
5, 1926, gives this estimate from the Report of 
the Economic Policy Commission of the Ameri- 
can Bankers’ Association. The report itself has 
never been published. 

7? Gambill, C. E., Address delivered at the 
Annual Convention of the National Association 
of Finance Companies, Chicago, Illinois, Novem- 
ber 16, 1925; see page 7 of this study. 

80 Public Ledger (Philadelphia), October 11, 
1926 (“General Motors will be the leader in this 
respect and is launching a $40,000,000 expansion 
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it is denied in some quarters," there 
is some evidence to indicate that 
instalment selling of automobiles is 
still on the increase,” thus furnishing 
stimulus for further expansion. It is 
sometimes said that in order to increase 
sales still further many automobiles 
are being sold allowing excessive 
amounts for old cars, and that many 
are being sold to irresponsible buyers 
on terms that are too easy, that is, the 
down payments are too small as judged 
by more conservative credit standards 


program that covers additional factory facilities 
and new equipment’’). 

Ibid., November 20, 1926 (“Leading manu- 
facturers of the ‘automobile industry are of the 
opinion that within the next few years 40,000,000 
cars will be in owners’ hands.”” The number at 
the present time is slightly in excess of 22,- 
000,000). 

™ Correspondence, Hanch, C. C., General 
Manage, National Association of Finance 
Companies, July 13, 1926 (“There has been no 
increase in the instalment sales of automobiles 
for two or three years”’); 

The Economic Pclicy Commission of the 
American Bankers’ Association found that there 
had been no increase in instalment selling of 
automobiles from 1923 to 1925. 

®@ The Federal Reserve Bank of Philadelphia 
has been receiving reports from fifteen distribu- 
tors of automobiles in the Philadelphia reserve 
district, and the compilations of these reports 
which have been published in The Business 
Review for July, August, September and October, 
1926, indicate that retail instalment sales, con- 
sidered according to number of cars in May, 
June, July and August, 1926, were 8.9 per cent, 
19.3 per cent, .9 per cent and 45.8 per cent greater 
than those of the corresponding months of 1925. 
Considered in respect to the value of cars sold 
on the instalment plan, the per cent of change in 
May, June, July and August, 1926, from the 
corresponding months of 1925 was respectively 
+8.6, +33.3, —1.0, and +16.4 per cent above 
those of 1925; 

Correspondence, Reeves, Alfred, General 
Manager, National Automobile Chamber of 
Commerce, July 9, 1926 (“In 1925 approximately 
75 per cent of all cars in the United States were 
sold on the deferred payment plan. In 1924 
approximately 70 per cent and in 1923 about 65 
per cent were sold by the instalment method. 
These figures are estimates but we believe they 

fairly represent the facts’’). 


and the term over which payment is 
made is too long. Just how much 
basis in fact there is in these charges, 
one cannot say. At any rate, the 
automobile industry has been expand- 
ing rapidly and continues to do so, and 
if the leaders of the industry should for 
any reason whatever misjudge the 
future demand, the automobile plants 
would have to restrict output or close 
down altogether. If this should occur, 
the consequences would undoubtedly 
be disastrous for the automobile in- 
dustry. We have stated elsewhere 
that the business has been subject 
to the law of increasing returns to a 
marked degree, and have recounted 
how this has reacted favorably in the 
development of the industry. How- 
ever, in case it is necessary to restrict 
output, the reaction would be most 
unfavorable. The unit costs will be 
increased due to the spreading of the 
overhead expenses over a fewer num- 
ber of units. The increased cost will 
mean higher prices and less cars sold 
and consequently still higher prices 
with less and less sold.* The danger 
point in the situation lies in the fact 
that if the motor boom should collapse 
in any way, it may and probably would 
be followed by a collapse in some of the 
industries dependent upon the motor in- 
dustry, and from these it would spread 
to industry generally. The automobile 
industry uses eighty-four per cent of 
the products of the rubber industry, 
fifty per cent of the plate glass indus- 
try, eleven per cent of the iron and 
steel, sixty-five per cent of the up- 
holstery leather and millions of pounds 
of cotton fabric, and billions of gallons 
of gasoline, and furnishes the railroads 
3,040,000 carloads of freight annu- 

% There is another possibility: “Is it more 
likely that prices would remain low, due to the 
depression of the industry, until the weaker 
producers were forced out? Then the larger 


producers would be able to run at capacity, 
with low costs.” , 
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ally.“ It is also a major factor in the 
support of fire, theft and casualty 
insurance companies, as well as finance 
companies and banks. The seventy- 
nine automobile plants and accessories 
factories employ 234,000 persons at the 
present time,® and there are 2,584,232 
persons directly and indirectly in the 
industry.™ 

The automobile industry may not 
help to cause the next crisis and de- 
pression by developing the condition 
described above as overproduction, but 
the business ranks with agriculture as 
our leading industry and it requires no 
stretch of the imagination to see it 
overexpanded in relation to future de- 
mand. There is optimism prevailing 
among those in the business and the 
industry is in the midst of an intense 
boom. It has been built up by in- 
creased sales stimulated by extending 
larger and still larger volumes of credit. 
It has now reached the point where 
seventy-iive per cent of the cars sold are 
on credit. Will it be eighty per cent 
next year? If for any reason it be- 
comes necessary to restrict credit, the 
tendency would be for the amount 
bought to decrease, and this may pos- 
sibly initiate a col.apse such as that 
referred to above which might bring 
on a general recession of business. 

Instalment Buying, Depression. and 
Recovery.*’—There are grounds’. for 
believing that the next period of de- 
pression will be prolonged on account of 
the instalment selling of the present. 
The reasoning is that heretofore when 


* Hanch, C. C., General Manager, National 
Association of Finance Companies. 

® Public Ledger (Philadelphia), October 11, 
1926. 

* Duncan, A. E., “The Economics of Instal- 
ment Buying,” an address delivered before the 
National Association of Supervisors of State 
Banks, July 20, 1926. 

57 Some of the probable effects of the next 
depression on instalment buying are also dis- 
cussed on pages 23—4 of this study. 


the crisis and depression came, there 
were huge stocks of goods in the hands 
of retailers, wholesalers and manufac- 
turers which had heen produced under 
high cost conditions, and there was no 
hope of recovery from the depression 
until these goods were bought. Since 
millions of people were unemployed, 
there was little buying and the larger 
the accumulated stocks in the ware- 
houses, the longer the period until 
these stocks were sold. In the next de- 
pression, in addition to the merchandise 
in the hands of the producers which 
cannot be sold, there may be large 
quantities of repossessed goods, and 
still other huge quantities of goods in 
the hands of the consumers which will 
not be paid for. When the period of 
recovery comes the instalment buyers 
will be making back payments, plus 
accumulated service charges including 
interest, which will have mounted sky 
high as time passed, instead of buying 
new goods. The flexible clauses in the 
instalment contracts will, without ques- 
tion, permit the additional charges. 
But in addition to the difficulty of 
back payments, the stocks of goods, 
including the repossessed goods, must 
be sold before recovery can come and 
this set of circumstances will cause 
recovery to be delayed longer than 
otherwise would be the case if there had 
been no instalment system. There is 
no way of actually knowing what will 
happen but this view of the situation 
seems a reasonable one. 

On the other hand there is the pos- 
sibility that new extensions of credit 
will be granted in the latter part of the 
depression period, which will stimulate 
sales and hasten recovery. In other 
words, instalment selling may be the 
very device for hastening prosperity and 
lifting industry out of depression just 
as it is believed to have done in a num- 
ber of lines of trade, particularly the 
automobile business in the depression 
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of the latter part of 1920 and the year 
1921.%° In fact, it seems logical to 
believe that if instalment selling were 
expanded in a period of depression, 
thereby increasing sales and encourag- 
ing production, it could be looked upon 
as a most useful agency from the 
standpoint of the business cycle. It 
would certainly seem, from the view- 
point of lessening the fluctuations 
of business, that the desirable proce- 
dure would be to expand instalment 
credit in a period of depression and 
restrict it in a period of prosperity and 
business boom. This, of course, is 
easier said than done, as keen compe- 
tition existing between banks, between 
finance companies, between manufac- 
turers, and between dealers in differ- 
ent kinds of goods as well as the same 
kinds of goods ** makes the restricting 
of instalment credit in a period of pros- 
perity very difficult. Wide publicity 
has been given to the broadsides deliv- 
ered at instalment buying by several 
prominent individuals, automobile 
manufacturers and bankers, who are 
engaged in the practice themselves on 
an extensive scale. “It is being over- 
done,” “It has gone too far,” they say, 
and one wonders if they, in their re- 


spective business units, are decreasing 
the volumes of instalment sales. The 
instalment business has been, and is at 
the present time extremely profitable 
for these groups of business men, and 
which of them will put his foot on his 
instalment business and see it go to his 
competitor? For the exercise of con- 
trol over the expansion and contraction 
of credit, one looks to the banking 
system—the banks as individual insti- 
tutions as well as the Federal Reserve 
System. Ifthe Federal Reserve Banks 
are able to control the general credit 
situation, as they are trying to do, and 
if they are wise enough to know the 
time or condition at which further 
extensions of credit should be discon- 
tinued in a period of prosperity, it 
would seem that instalment selling 
under such control might be a most 
useful device for lessening the extreme 
fluctuations of business. However, 
there is no getting away from the fact 
that instalment credit, like the older 
forms of credit, is a potentially dan- 
gerous phenomenon which without 
control will tend to help cause crises, 
panics and depressions, just as the 
older forms of credit have done hereto- 
fore. 


IX. THE EFFECTS ON THE INSTALMENT SYSTEM OF THE STRIKE 
IN THE ANTHRACITE REGIONS OF PENNSYLVANIA 


Selling on the instalment plan as- 
sumes a regular income on the part of 
consumers. For this reason, it is 
frequently said that as long as people 
are employed, the instalment system 
will run smoothly, but when unem- 
ployment comes, the instalment 
debtors may be harassed by their 


88 See page 6 concerning Excess Productive 
Capacity as a cause of The Growth of Instalment 
Buying. 

8° See page 7 concerning Competition as a 
cause of The Growth of Instalment Buying. 


creditors and the instalment sellers 
may be forced into bankruptcy. In 
this connection, the experience of the 
anthracite coal mining district of 
Pennsylvania during the strike which 
occurred there from September 1, 1925, 
to February 14, 1926, is worth con- 
sidering. We are not attempting to 
generalize in any way on the basis of 
the experience of the anthracite regions; 
that is, we are not attempting to say 
what would happen in case of nation- 
wide unemployment such as occurs in 
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a period of general depression. The 
strike was a local matter. In this ter- 
ritory almost all business activity is de- 
pendent upon the operation of the 
mines, and when the strike came, almost 
the entire community was unemployed 
for a period of five and one-half months. 
Information in regard to what happened 
to instalment buying when the strike 
came was secured by conversation and 
correspondence with numerous con- 
sumers, dealers of all kinds, finance 
company Officials and bankers living or 
doing business in the anthracite re- 
gions. There is general agreement in 
regard to the facts given and opinions 
expressed. 

Repossession of Goods or Re-extensions 
of Credit?—With the exception of auto- 
mobiles, which we will discuss presently, 
the fulfillment of instalment contracts 
on the part of the buyers was postponed 
until after the strike was over. That 
is, a sort of moratorium was arranged. 
All payments were suspended. The 
customers were allowed to keep the 
goods. Most of the dealers said they 
had no more repossessions than they 


would have had if there had been no 


strike. When the strike was over 
practically everyone resumed pay- 
ments. The case of automobiles was 


somewhat different. The finance com- 
panies repossessed a considerable num- 
ber of cars and the customers were 
quite willing for them to do so, as they 
could not afford to run them. One 
company says. perhaps the larger part 
of its cars were repossessed. In some 
cases these cars were taken to other 
parts of the country and sold. In 
others, they were put in storage and 
restored to the buyer when the strike 
was over under a new financing 
agreement. 

Extra Charges for Re-extension of 
Credit?—In view of the fact that pay- 
ments were suspended during the 
strike, and money was thus owing for a 


longer period than was anticipated 
when the goods were sold, inquiry was 
made as to whether extra interest or 
extra financing charges were added. 
In some cases, for example, in the piano 
business, an extended lease or “raised” 
contract was made which included 
interest for the extended period. In 
the case of department stores, extra 
charges were sometimes made. In a 
large number of cases, however, one 
retailer said seventy-five per cent, the 
buyers were not willing to pay the 
additional amounts. When such was 
the case, no additional charge was 
made. When repossessed automobiles 
were redeemed by the buyers after the 
strike, a new financing contract was 
written which frequently included pay- 
ment for storage charges on the car for 
the period of the strike. In those cases 
where the buyers were allowed to keep 
the cars although payments were sus- 
pended, sometimes additional charges 
were made but more often they 
were not. In the cases where such 
charges were made, the rate was 
about the same as on the original pur- 
chase. 

Losses.—Dealers and finance com- 
panies were forced to take losses higher 
than in normal times. As we have 
pointed out previously, dealers and 
finance companies carry on their instal- 
ment business largely with funds bor- 
rowed from banks. Whether or not 
the individual buyers paid interest for 
the additional time of their loans, the 
dealers and finance companies had to 
pay such interest at the banks. This 
was perhaps the main source of loss to 
retailers. The losses on instalment 
accounts generally were about the 
same as on other kinds of credit such 
as ordinary charge accounts. Several 
retailers told us that their losses on 
instalment accounts were less than on 
their charge accounts. The banks had 
no losses. They would have suffered 
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in case of default by dealers and finance 
companies but the dealers and finance 
companies were able to stand all 
losses. 

Were the Effects of the Strike on the 
Instalment System Such as to Give One 
Confidence in the System?—This is the 
question that was asked of all those 
with whom we discussed the subject 
of instalment buying and the strike. 
The answers received were invariably 
to the effect that everything in their 
experince was such as to indicate that 
selling on the instalment plan is a 
sound way of doing business. The 
strike has been over for almost a year 
and the same dealers and finance com- 


panies are doing business on the instal- 
ment plan withthe same customers inthe 
same way as they did before the strike. 

Did Instalment Debits Have Any 
Deterring Effect on the Calling of the 
Strike?—The view is sometimes ex- 
pressed that debts tends to have a 
stabilizing effect on workers. It is 
thought that their respect for obliga- 
tions or their fear of consequences will 
make them hesitate to give up their 
jobs. It was the opinion of everyone 
with whom we discussed the subject 
that the instalment obligations of the 
miners had absolutely no deterring 
influence whatever on the calling of the 
strike. 


X. THE EFFECTS OF INSTALMENT BUYING ON THE CHARACTER 
OF THE INDIVIDUAL 


Instalment Buying Is Creating a 
Generation of Spendthrifts—It is the 
view of some people that “this system 
of allowing individuals to buy more 
than they can pay for” is creating a 
generation of improvident people— 
spendthrifts. It is causing individuals 
to form habits of extravagant spending, 
rather than the socially desirable habit 
of saving. The practice of thrift has 
been a copybook maxim for generations 
and our parents brought us up to 
believe that saving is a virtue. There 
was a time when being in almost any 
kind of debt was considered somewhat 
of a family disgrace. Moreover, buy- 
ing on the instalment plan was con- 
sidered one of the lowest forms of debt 
that one could contract—it was looked 
down upon soci.lly. It was considered 
an arrangement for persons who were 
poor, improvident—not able to take 
care of their own affairs. They needed 
a collector to tell them under threats 
how to dispose of their money on pay 
day. Now what has happened? Re- 
spectable people, without any feeling of 


shame, ride around in motor cars, even 
expensive ones, which are not paid for. 
When one’s neighbor drives out in a 
new car, the odds are exactly three to 
one that he is borrowing from the 
future, living beyond his means. Re- 
spectable people are wearing expensive 
furs and jewelry, bought on time. 
Instalment buying has acquired an air 
of respectability; the automobile is 
said to be responsible for our looking at 
this old practice in a new light. It is 
the opinion of some people that the con- 
ditions here described are having a 
deteriorating effect upon the character 
of individuals. And what is more im- 
portant, children are being reared in 
this environment, and they, not having 
had lessons of thrift instilled into them, 
will be economically less responsible 
than their instalment-buying parents. 

Instalment Credit Has a Disciplinary 
V alue—It Inculcates Habits of System- 
atic Spending and Saving—Its Use 
Educates for Responsibility —There is 
another side to the question. The 
comments just made rest on the 
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assumption that instalment buying 
causes more spending and more ex- 
travagant spending than would other- 
wise occur. We have questioned this 
assumption previously in this study. 
We have pointed out that in some 
individual cases, instalment buying of 
consumers’ goods, to say nothing of the 
producers’ goods bought in this man- 
ner, actually leads to increased produc- 
tion. In still other cases instalment 
consumers’ credit does not increase con- 
sumption at all as is commonly sup- 
posed to be the case. Then, too, was 
there ever a golden age when everybody 
paid cash? Was there not in the good 
old days a great deal of consumers’ 
credit in the form of book credit or 
charge accounts or open accounts 
which was theoretically payable at the 
demand of the creditor, but which was 
actually paid, if ever, at the conven- 
ience of the debtor? Open account 
credit may have been more respectable 
than instalment credit, but its social 
and economic effects frequently were 
the same. There are those who be- 
lieve that instalment buying is replacing 
to some extent the older forms of 
credit. Perhaps it is true, as its 
friends claim, that instalment buying 
is substituting a plan, an orderly 
method of payment for an arrangement 
which sometimes had little system in it. 
It is possible that the use of this kind of 
credit has a disciplinary value for the 
economically irresponsible and others. 
Hundreds of thousands of people are 
receiving an education in the use of 
credit, including the responsibilities 
attending its use. It may not take 
foresight to buy on time, but it cer- 
tainly takes forethought to meet one’s 
obligations when they are due. Since 
credit, as a rule, is not given to irre- 
sponsible persons, and since it is a thing 
so universally desired, there may be 
something to the point that it is causing 
some individuals, particularly those in 


the lower social and economic groups, 
to live in such a way that their credit 
will be always good with those who 
extend credit. 

How the Actual Facts Concerning the 
Effects of Instalment Buying May Be 
Ascertained.—A careful, detailed, un- 
prejudiced study of the incomes, expen- 
ditures, needs and saving habits of 
groups of individuals over a period of 
time and the effects of instalment 
buyingon them would be of the greatest 
assistance in determining the actual 
effects of instalment buying on the 
habits and consequently the character 
of individuals. We have in mind 
investigations something on the order 
of those made by Rowntree in York, 
England, on Poverty, and Unemploy- 
ment, and also the one made long ago 
by Booth on the Life and Labour of the 
People of London. Many difficulties 
would be encountered in the investiga- 
tion, to be sure, but it could un- 
doubtedly be made. There is still a 
great deal of secretiveness about instal- 
ment buying; also information which 
some people have is not worth much 
even when they are willing to give it. 
But on the other hand, we have spoken 
with numerous consumers, who have 
definite information and who possess 
intelligent opinions as to the effects of 
instalment buying upon their savings, 
and who are glad to give one the benefit 
of their experiences. The study would 
be practicable only by using the 
sampling method, say by studying 
intensively the people living in a num- 
ber of city blocks or sections of rural 
communities, but if the groups studied 
were representative of the various 
social and economic groups in different 
sections of the country, the results 
would be invaluable. There is another 
way in which the question as to the 
effects might be settled; experience 
with the system on a large scale over a 
long period of time may make evident 
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its consequences to all. The beneficent 
results claimed for it by its friends may 
be so obvious as to “win over” those 
opposed to it. Or if disaster overtakes 
us, as the opponents of the system 
prophesy, then even its strongest sup- 
porters may be convinced of their folly. 
However, until the careful, detailed, 


unbiased studies such as we have 
spoken about are made, or until experi- 
ence with the system on a large scale 
over a long period of time makes its 
effects evident to all, the arguments on 
the subject will be based largely on 
opinion rather than on fact, and con- 
sequently will be inconclusive. 


XI. THE GENERAL CONCLUSIONS OF THE STUDY 


Instalment buying has been a com- 
mor practice in this country for the 
past fifty years. Even though such 
has been the case, there was compara- 
tively little growth of the system until 
it was introduced into the automobile 
business about ten years ago. The 
great extension of the instalment busi- 
ness came in the years 1920-26, when 
the system underwent an enormous 
expansion in both volume of sales and 
number of industries affected. Exclu- 
sive of houses, life insurance, and stocks 
and bonds, all of which are sold on 
instalments on an extensive scale, it is 
estimated that approximately six bil- 
lion dollars’ worth of goods are now 
sold at retail, which is approximately 
fifteen per cent of all goods thus sold. 
It is estimated that the instalment debt 
outstanding at a given time is two and 
three-quarters billion dollars. Auto- 
mobiles, standing far above all other 
commodities in importance, account 
for approximately one and one-half 
billion dollars of the instalment debt 
at the present time—more than all 
the other commodities put together. 
Household furniture is the second com- 
modity in importance, accounting for 
approximately nineteen per cent of the 
total instalment debt. It is estimated 
that eighty per cent of all phonographs 
are sold on instalments, seventy-five 
per cent of washing machines, sixty-five 
per cent of vacuum cleaners, twenty- 
five per cent of all jewelry and the 


greater part of all pianos, sewing ma- 
chines, radios and electric refrigerators. 
About one hundred and forty million 
dollars’ worth of clothing is sold annu- 
ally on deferred payments, but since 
the term of payments for this commod- 
ity is comparatively short, the amount 
of credit outstanding at one time is only 
about forty million dollars, which is one 
and four-tenths per cent of the total 
instalment debt. Whether instalment 
selling is increasing or not at the 
present time is a debated question. 
All the information which we have been 
able to gather on the subject points to 
the conclusion that the total volume of 
instalment sales is still on the increase. 

The beginnings of the recent growth 
of instalment buying are to be found in 
the automobile industry. The manu- 
facturers, although originally opposed 
to selling cars on credit, later en- 
couraged it through a desire to increase 
sales and reduce the unit costs of pro- 
duction. The great growth since 1920 
is due in part to the unused productive 
capacity existing in other lines of busi- 
ness besides the automobile industry 
during the depression of the latter part 
of 1920 and the year 1921. Other 
causal factors in the growth of the 
system are: competition between those 
selling the same kind of goods; com- 
petition between those selling differ- 
ent kinds of goods; advertising and 
high pressure salesmanship; the m- 
creased real incomes of the working 


pi 
bee 
3 
exi: 
the 
pra 
nol 
in 
in 
ir 
rel 
: 4 rel 
cit 
on 
sol 
tal 
wi 
a du 
on 
or 
th 
th 
th 
cl: 
br 
de 
ti 
th 


SociaL aNnD Economic CONSEQUENCES OF THE INSTALMENT PLAN 53 


classes; the growth of finance com- 
panies; and the instalment plan of 
purchasing Liberty Bonds. An un- 
usual explanation of the growth has 
been made recently by two writers who 
explain it as an accompaniment of 
a condition of “‘under-consumption” 
existing in our industrial system. 

Previous to the recent expansion of 
the system, buying on the instalment 
plan, eacept houses and insurance, was 
practiced almost entirely by poor 
people. At the present time, all eco- 
nomic groups are using it on an exten- 
sive scale. Instalment buying is found 
in rural districts and small cities of all 
parts of the country as well as in the 
large cities. However, it is commonly 
supposed, and there is some evidence to 
support the belief, that, considered in 
relation to population or income, the 
larger increases have been in the large 
cities, and that in the smaller towns and 
smaller stores this means of granting 
credit has not had such exceptional 
growth. 

Those who are inquiring into the 
soundness of the irstalment system 
usually attach a great deal of impor- 
tance to the character of the goods 
bought on the plan and the use to 
which they are put. Are they pro- 
ducers’ or consumers’ goods? Durable 
or quickly consumable? Necessities 
or luxuries? The granting of instal- 
ment credit for production purposes 
meets with little or no criticism. It is 
the granting of instalment credit for 
the purchase of what are generally 
classed as consumption goods that has 
brought forth severe criticism. Many 
people including some economists con- 
demn instalment buying of consump- 
tion goods on the broad social and eco- 
nomic grounds that it is a detriment to 
the source of wealth, that is, it directs 
goods from productive to consumptive 
use and tends to use up the social 
fund of savings or at least prevents it 


from increasing as it otherwise would. 
However, in analyzing particular in- 
stalment transactions which are char- 
acteristic of large volumes of instal- 
ment buying, we found that in some 
cases consumers’ instalment credit does 
not increase consumption at all and in 
others it actually increases production. 
Instances were presented which showed 
that in some cases producers’ and con- 
sumers’ loans have exactly the same 
economic effects as far as the increasing 
or decreasing of production and con- 
sumption is concerned. 

In considering the question whether 
the goods bought on instalments were 
production or consumption goods, we 
found that motor trucks (eighty per 
cent of which are sold on instalments), 
motor buses, and taxicabs are pro- 
ducers’ goods; also passenger cars when 
used for business purposes. Tractors, 
farm equipment and part of the im- 
provements to buildings should also be 
classified as producers’ goods. Except 
the articles just mentioned, all the 
other articles of importance bought on 
the plan, eleven out of a total of fifteen, 
are ordinarily classed as consumers’ 
goods. Sewing machines, washing ma- 
chines, and vacuum cleaners have thus 
been included under consumers’ goods, 
and they are usually so classed; but it 
was pointed out that, considered with 
respect to the use to which they are put, 
the dividing line between these labor 
saving devices in the homes and the 
machines in factories is not very dis- 
tinct. With respect to the durability 
of the goods, we concluded that 
clothing was quickly consumable, but 
all the other articles of importance 
were durable goods with the possible 
exception of automobiles. We did not 
attempt to classify the goods as neces- 
sities or luxuries, although this is con- 
sidered an important distinction by 
some investigators. Any classifica- 
tion that might be made would not be 
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or by selling or buying government 
securities in the open market, to 
stabilize the general credit situation, it 
would seem that instalment credit, an 
element included in the general credit 
situation and at the present time 
bound up inseparably with it, could be 
controlled in exactly the same way. 
The difference between instalment 
credit and immense volumes of other 
kinds of credit, as far as the effects on 
price levels, production and overex- 
pansion of credit in a business boom 
are concerned, is one of mere quantity 
rather than one of difference in kind. 
When the estimated volume of instal- 
ment credit is given in absolute num- 
bers, as is usually the case, it looks large 
and is large, but when considered in 
relation to the volumes of other kinds 
of credit outstanding, it is small in 
comparison and one realizes that there 
is a possibility of concentrating too 
much attention on instalment credit, 
an admittedly dangerous element in 
the credit situation, to the exclusion 
of other elements equally dangerous if 
not more so. Overexpansion of credit 
helped to cause crises and panics before 
the instalment system on a large scale 
had been introduced and it would be 
the wise policy also to watch the ex- 
pansion of those older forms of credit 
which are known to have helped cause 
fluctuations in business in the past and 
which will undoubtedly do so again. 

It is interesting to note that, 
throughout the period 1920-26, the 
period in which the great expansion of 
instalment buying has taken place, 
there has not been any great increase in 
the general average of prices. And 
when one considers that the index 
numbers show a decline in the price 
level in 1926 over 1925, he feels that 
instalment credit is not plunging us 
headlong into crisis and depression via 
an increasing price level. 

Another way, in addition to its 
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effect upon price levels, by which 
instalment buying may help to cause 
the next crisis, is developing in the 
automobile industry a condition known 
as misdirected production or overpro- 
duction as some prefer to call it. 
Everyone agrees that the automobile 
business has been built up to its 
present position as one of our greatest 
industries largely through the instal- 
ment system; also that the mainte- 
nance of its position depends almost 
entirely upon the continuance of the 
system. The danger point in the 
situation lies in the fact that if the 
motor boom should collapse in any 
way, it may and probably would be 
followed by a collapse in some of the 
industries dependent upon the motor 
industry, and from these it would 
spread to industry generally. 

There are grounds for believing that 
the next period of depression will be 
prolonged on account of the instalment 
selling of the present. On the other 
hand, there is the possibility that new 
extensions of credit will be granted in 
the latter part of the depression period, 
which will stimulate sales and hasten 
recovery. In other words, instalment 
selling may be the very device for 
hastening prosperity and lifting indus- 
try out of depression just as it is 
believed to have done in a number of 
lines of trade in the depression of the 
latter part of 1920 and the year 1921. 
For the exercise of control over the 
expansion and contraction of credit, 
one looks to the banking system—the 
banks as individual institutions as well 
as the Federal Reserve System. If the 
Federal Reserve Banks are able to 
control the general credit situation, as 
they are trying to do, and if they are 
wise enough to know the time or condi- 
tion at which further extension of 
credit should be discontinued in a 
period of prosperity, it would seem 
that instalment selling under such 
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control might be a most useful device 
for lessening the extreme fluctuations 
of business. (However, there is no 
getting away from the fact that instal- 
ment credit, like the older forms of 
credit, is a potentially dangerous 
phenomenon which without control will 
tend to help cause crises, panics and 
depressions, just as the older forms of 
credit have done heretofore) We do 
not believe, however, that this in itself 
is a legitimate argument against instal- 
ment credit; no one suggests that we 
eliminate producers’ credit altogether 
simply because of the dangers lurking 
in its use. 

Everybody wonders what will hap- 
pen to the instalment system in 
times of unemployment. The system 
was put to a practical test under such 
adverse conditions about a year ago 
during the five and one-half months’ 
strike in the anthracite district of Penn- 
sylvania. We made extensive inquiry 
from the people living and doing 
business there as to whether their 
experiences were such as to make 
them lose confidence in instalment 
buying or such as to give them faith in 
it. The opinion was unanimous that 
everything in their experience was such 
as to indicate that selling on the instal- 
ment plan is a sound way of doing 
business. We do not attempt to gen- 
eralize in any way on the experience 
of the anthracite regions; that is, we 
do not atcempt to say what would 
happen in case of nation-wide unem- 
ployment such as occurs in a period of 
general depression. 

An exceedingly important question 
in regard to instalment buying is that 
of its effects upon the characters of 
individuals. It is the view of some 
people that it is creating a generation 
of improvident people—spendthrifts. 
This opinion rests upon the assump- 
tion that instalment buying causes 
more extravagant spending than would 


otherwise occur. We have questioned 
this assumption in this study. There 
are others who believe that instalment 
credit has a disciplinary value. Its use 
inculcates habits of orderly spending 
and saving. It teaches respect for 
obligations and educates for respon- 
sibility. The difficulty of this ques- 
tion is in the fact that the same kind of 
instalment buying seems to affect 
different people differently. It is un- 
doubtedly true that instalment buying 
causes some individuals to plan their 
expenditures and thereby leads to 
saving. But it is equally true that 
other individuals are led into ex- 
travagant spending by exactly the 
same set of circumstances. 

This study will be concluded by an 
expression of opinion. What follows 
is not intended to be in any sense a 
scientific conclusion. It is mere opin- 
ion, but was formed only after con- 
versation and correspondence on the 
subject of instalment buying with 
hundreds of consumers, dealers of all 
kinds, manufacturers, finance company 
officials and bankers; also after careful 
consideration of probable social and 
economic consequences. We believe 
that the instalment system performs a 
useful function in our economic struc- 
ture and that it is here to stay. There 
are abuses which must be eliminated, 
such as extending credit without re- 
gard for any principles of sound 
credit. This kind of instalment credit 
brings disaster to both borrower and 
lender as does the unwise extension of 
every other kind of credit. Then, too, 
there are dangers lurking in the use of 
the system which must be guarded 
against. But we believe that the 
system is an important contribution to 
modern economic organization, and 
that in time to come it will be recog- 
nized as such, even by those conserva- 
tive people who, at the present time, 
see little good in it. 
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